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TAXATION OF LIFE INSURANCE COMPANIES 


MONDAY, DECEMBER 13, 1954 


House or REPRESENTATIVES. 


SUBCOM MITT! N THE TAXATION oF Lire INSURANCI 
C'OMPANTES OF THE COMMITTEE ON Ways AND MEANS, 
HW shi yn. PP 
he subcommittee met at LO a. m.. pursuant to notice, 1n the ma 


hearing room of the Committee on Ways and Means, Hon. Thomas B 
Curtis (chairman of the subcommittee ) pre idling. 

Present: Representatives Curtis, Knox, Utt, and Mills. 

Present also: Chairman Daniel A. Reed (Committee on Ways a 
Means), Noah M. Mason, and Carl T. Curtis. 

Mr. Curtis. The committee will come to orde1 


Chis is the Subcommittee on ‘Taxation of Life Insurance ¢ 
Manes. his morning we are going to begin oul public Hearings. 

For the information of those present, 1t 1s expected that these pub 
lic hearings will probably last 3 days. If as we proceed, it hecomes 
obvious that we cannot finish in > days, we will extend the time. Lhe 
witnesses will be primarily from the life-insurance industry. 

Sinee the incept O} f the neome tax, the Congress has been « 

orine to find a satistactory method for the taxation of lf 
surance companies () umerous occasions Congress has adopted 
mendments to our Federal tax law affect he lite-lnsurance ol 
panies. ‘The present formula was first adopted n the Revenue Act 
of 1951. That was called at that time a temporary formula, and 


hee extended on a vear-to-vear basis. 

This subcommittee was established late last 1 o for the p inpo 
ot study ne the problet is and ¢ ndeavoring to develop a permanent foi 
mula of taxation for life-insurance companies. Since the establis] 
ment of the subcommittee we have had numerous meetings and exe 
utive hearings with manv representatives from the insurance industry, 
State commissioners of insurance, and other informed individuals, to 
vet factual data. 

These executive sessions were more in the nature of seminars to 
ciseuss the problems and find out what data was available and to 
inform the committee members. 

Upon the completion of these executive hearings and at the direction 
of the subcommittee, the staff prepared a preliminary statement of 
facts and issues with respect to Federal taxation of life-insurance com- 
panies. This preliminary statement of facts and issues has been made 
available to the public and I think most of the witnesses have had 
copies 6f this preliminary statement for some time. The purpose of 
this statement. is to provide a basis upon which to hold hearings so 
that we would be directing our attention to something specific. The 
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staff endeavored to make the statement ol ject ve 
any conclusions. 

I am hopeful that as the hearings progress, the witnesses will point 
out any place in the preliminary statement with which they disagree 
as to what is alleged to be factual. I also hope the witnesses will 
feel at liberty to point out any place where they think that the use 
of language conveys a wrong connotation, or might creat 
impression of a particular argument, or theory. 

[ hope that by doing so this subcommittee will have with the com 
bination of the staff preliminary statement and the hearings, a basis 
upon which we can go on with this study. 

(s indicated in the press re ‘lease announcing the hearings. this report 
will be the basis of oe public hearings beginning today. 

It is my understanding that all persons who have asked to appear 
have been granted the privilege of appearing. Those who do not 
want to testify have the privilege of submitting written statements 
which will become part of the written hearings. 

Without objection, the committee staff will be instructed to accept 
additional statements through Friday of this week that will become 
part of the record. We have a put a cutoff date of Friday because 
we are anxious to have the hearings printed and available for the 
industry, as well as other interested people, and also for our own 
information. 

Without objection, at this point in the record, I will insert a copy of 
the publication entitled “A Preliminary Statement of the Facts and 
Issues With Respect to the Federal Taxation of Life Insurance Com- 
panies,” which has been prepared by members of the staff of the 
Committee on Ways and Means and members of the staff of the Joint 
Committee on Internal Revenue Taxation. 

(The publication referred to follows:) 


»an erroneous 


' ithout implying 
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THE TAXATION OF THE INCOME OF LIFE 
INSURANCE COMPANIES 





INTRODUCTION 


During the period of the modern income tax the formula for deter- 
mining Federal income taxes for life insurance companies has been 
changed five times. Two of these changes, those in 1942 and 1950, 
were made necessary because under the formulas previously used it 
was believed that inadequate taxes were paid by all or most of the 
companies; for 2 years the formula in effect resulted in no income. tax 
being paid on life insurance incomes. For a number of years the 
Treasury, Congress, and the life insurance industry have been study- 
ing the problem of a satisfactory and permanent income tax, but no 
generally acceptable solution has been found. An extraordinary aspect 
of the problem is the great difference in the tax liabilities of individual 
companies which would result from the adoption of one or another 
plan. For example, one of the large mutual companies, with a tax of 
several million dollars annually under present law, would pay more 
than twice that amount if the plan advocated by one organization were 
adopted, or about half that amount if the plan presented by another 
organization became law. Much greater disparities exist with re- 
spect to some of the smaller companies. Thus it is evident that the 
life insurance business is of such a nature as to present special and 
difficult problems in connection with a satisfactory income tax. 

This report is a factual analysis of the problems presented in the 
case of life insurance companies, together with a presentation of the 
various proposals made and the considerations raised with respect to 
them. It does not attempt to make any recommendations. An 
attempt is made to present sufficient details and implications of the 
plans to be useful in hearings on this subject. 

The first part of this report describes the technical aspects of the 
life insurance business, with particular attention to those parts that 
may be related to income taxation. Part II supplements this discus- 
sion with significant data, primarily financial, describing the current 
status of the life insurance industry. A brief history of the Federal 
income taxation of life insurance corporations is contained in part 
III. Parts IV and V contain a description and analysis of those tax 
concepts which have been or might reasonably be applied. These 
have been divided into basic approaches and subsidiary issues. Ina 
complete plan a number of these features might be combined. Part 
V1 describes three tax plans which were presented to the subcom- 
mittee during the past summer. Part VII summarizes briefly the 
different ways which have been used or proposed for the taxation of 
life insurance companies. 
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PART I. THE BACKGROUND OF THE PROBLEM 


A. AN ILLUSTRATIVE SUMMARY OF THE OPERATION OF A LIFE-INSURANCE 
COMPANY 


The following brief description of life-insurance operations is in- 
tended to illustrate those aspects of the business that might relate to 
income taxation. 

Premiums, expenses, and reserves 

Life insurance policies involve a pure insurance element and a sav- 
ings element in varying degrees of relative importance. The operation 
of life insurance may be clarified by looking first at a policy which is 
primarily pure insurance, and secondly at a policy which is primarily 
savings. 

Under a 10-year term insurance policy the company agrees, if the 
insured will pay 10 annual premiums, to pay the beneficiary, say, 
$1,000 if the insured dies at any time within 10 years. There is no 
maturity value, no cash-surrender values, and no insurance after the 
10 years. To determine what the premium must be, the company 
considers a group of say 1,000 such policies all issued in the same year 
to men of the same age, say, 41. A table of mortality indicates, for 
example, that of such a group 10 out of 1,000 will die each year. 
(Under the Commissioner’s' Standard Ordinary table of mortality 
deaths per thousand per year from age 41 to age 51 increase from 
about 7 to about 13; to leave the savings element completely aside 
a constant mortality is assumed during this period.) To meet its 
obligation, therefore, the insurance company must obtain $10 per 
man per year to pay $1,000 for each death. This is called the net 
premium. The company will, of course, have to pay agents’ com- 
missions, and administrative expenses. If this amounts to $20,000 
for the 1,000 policies during the 10 years, an additional $2 per policy 
will be needed. The actual $12 charged is the gross premium, and 
the extra $2 is the loading factor. 

Actual mortality may be less than the tabular mortality; only 6 in- 
stead of 10 may die in the first year, 7 in the second, 5 in the third, so 
that the company may pay $6,000, $7,000, $5,000 in death benefits 
instead of the indicated $10,000 each year. The differences of $4,000, 
$3,000, $5,000 make up income to the company called mortality 
savings or mortality gains. There could also be mortality losses. 

The e xpenses of the policies could, of course, be greater or less than 
$20,000, giving rise to additional income or loss. The combination of 
gains and losses from mor tality and from loading may be called under- 
writing income (or loss).! Since 1920 such income has not in principle 
been subject to Federal income tax. 

The largest expense items fall in the first year, namely, the agent’s 
first-year commission and the cost of putting the business on the books. 


| Life insurance companies do not use the expression ‘“‘underwriting income”’ although it is common in 
casualtv insurance. Life insurance accounts refer to ‘‘net gain from operation’’ and much of tax discussion 
has dealt with “free investment income.’’ The phrase ‘‘underwriting income”’ is used in the present report 
in view of the necessity of applying some name ‘to the part of net gain from operation which is not free in- 
vestment income 
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These could well come to 80 percent of the first year’s premium. In the 
illustrative case this first year’s expense item would be $8,000. Even 
with the favorable mortality of only 6 per thousand in the first year, 
total outlays on the group would be $14,000 and premium receipts 
would be only $12,000. This illustrates the standard situation, which 
is that new business initially involves a drain on the company. Fora 
going concern, therefore, profits must be to some extent retained in the 
company, partly to meet future contingencies on the policies giving 
rise to the profits but also to finance new business. 

A policy in which there is a large savings element is a 10-year, 
annual premium endowment policy. The company agrees, if annual 
premiums are paid, to pay the beneficiary, say, $1,000 if the insured 
dies within 10 years, as with the 10-year term policy. It also agrees 
to pay the insured $1,000 at the end of 10 years, and to pay lesser 
sums upon surrender before that time. With 1,000 such policies the 
company must pay, instead of an indicated $100,000 because of deaths, 
$1 million if all survivors retain their policies. The net premium, 
instead of being $10 per year, is therefore slightly less than $91, if a 
3 percent interest rate is used.? 

Since $91 instead of $10 is the net premium, while only.$10 will be 
needed for death claims the first year, it is clear that the additional $81 
is an amount which represents savings of the insured for that year. 
This, and the savings elements in subsequent premiums, are payments 
made to obtain $1,000 at the end of 10 years. This $81 is similar to 
the $75 which the buyer of a United States savings bond pays to 
obtain $100 at the end of 10 years. In order to pay him that $1,000 
the insurance company must invest these annual savings elements 
and repay them, with a considerable amount of interest added, at the 
maturity of the policy. 

Interest at 3 percent on 10 payments of $81 will amount roughly 
to $120, which added to the $810 amounts to only $930. The differ- 
ence between this and $1,000 is made up by the fact that as the 
savings increase the insurance elements become relatively smaller. 

In the second year there will be a reserve of $83.43 with respect to 
each policy made up of the initial savings elements of $81 plus interest 
of $2.43. In the case of any person dying in the second year the 
insurance company will only have to add $916.57 to bring the share 
up to $1,000. The mortality charge in that year thus will be only 
$9.16 per policy instead of $10 and the addition to reserves, or the 
savings element, will be $81.84. By the 10th year the reserve will 
have built up to $884. The cost of the insurance element in that year 
would be only $1.16, leaving $89.84 of the $91 premium available for 
the savings element. 

The actual premium for such a policy would include a loading 
factor, say, $5, for commission and expenses, making a gross premium 
of $96. As with term insurance there may be income or loss from 
the loading or from the mortality experience. There is another ele- 
ment of considerable importance in this policy, the difference between 
actual interest earnings and the rate of 3 percent assumed in comput- 
ing the net premium. If the actual earnings rate were 3% percent 
the company would have extra funds, similar to those available when 
actual mortality is less than the expected mortality from the table. 


3 Simplified reserve and mortality assumptions are used in the following discussion, 
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The extra one-half of 1 percent in this case plus interest earned on 
previously accumulated surplus may be called free investment income 
Conversely, the investment earnings could be less than those required 
to meet reserve and other policy obligations. 

A final element of gain or loss might be noted here since it is con- 
nected with the savings element. Many policybolders will surrender 
their policies prior to the maturity of the policy. Typically, the cash 
paid to the withdrawing policyholder is less than his pro rata share 
of the funds (including surplus) held for his group of lives. 

Although it is not so apparent as with an endowment policy, there 
is a substantial savings element in the “ordinary” level premium 
whole life policy. For such a policy the net premium may be $21.20 
as compared with $10 for the term policy and $91 for the 10-year 
endowment policy. But since, as with the others, only $10 is needed 
to cover indicated deaths the first year, the excess of $11.20 represents 
a savings factor analogous to the $81 from the endowment-policy 
premium. This, and similar excesses from subsequent premiums, are 
in effect savings of the policyholder left with the company at interest, 

It is frequently said that, with such a level-premium whole-life 
policy, the excess premiums paid in the early years offset the deficiency 
in premiums in the later years. Perhaps a better statement is that 
the excess premiums of the early years build up a savings element 
which, as it increases, makes the insurance element smaller. When 
the policyholder is old the indicated mortality may be 100 to 1,000 
instead of 10 to 1,000. For insurance of $1,000 the net premium 
would thus be $100. But by that time the reserve, the savings 
element, may be, say, $800. Only $200 represents the insurance 
element so that, for every death only $20 from each of 10 policy- 
holders need be collected to meet that obligation. 

These savings elements from all premiums, in the aggregate, with 
interest previously accumulated, make up the bulk of the reserves of 
any typical life insurance company. ‘There are minor reserves even 
for a 10-year term insurance policy. Also, there are reserves for 
annuities and for obligations to pay insurance benefits in installments. 
Moreover, there are reserves with interest factors, analogous to ordi- 
nary accr uals, to meet various fixed liabilities payable in the future. 

The character of these reserves differs materially, as between various 
companies, and in the same company with respect to policies issued at 
different times, even though in each case they are intended to meet 
substantially the same policy obligations. These differences occur be- 
cause different interest rates and different tables of mortality are used. 
Reverting to the illustration with respect to a 10-year endowment 
policy, for example, if a mortality of 7 per 1,000 instead of 10 per 
1,000 were assumed only $7 out of the $91 net premium would be 
needed for first-year deaths, and $84 instead of $81 would be the first 
year’s reserve element. With larger amounts thus being set aside for 
the reserves a lower interest rate, say 2% percent, could be used.* 
Many companies issue current policies with reserves on a 2% percent 
interest basis for the same or a lower gross premium than was charged 
for a similar policy issued 10 years ago with reserves on a 3 percent 
basis. This is possible because they now use the CSO (Commis- 
sioner’s Standard Ordinary) table of mortality, a table fairly close to 





? For an illustration of the various choices available in determining reserves, etc. with the same gross 
premium see Transactions of the Actuarial Society of America, vol. XLU, p. 114 
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actual experience, whereas then they used the American Experience 
table or some other table indicating much higher mortality rates. 

Ordinarily, a reserve pattern once established for a group of policies 
is continued for that group until the last policy is eliminated. How- 
ever, in the late 1940’s many companies strengthened the reserves on 
their older policies. Since this reserve strengthening has had an im- 
portant effect on income tax policies its character and implications 
deserve careful consideration. 

As the result of the downward trend of interest rates, which was 
accentuated during World War II,‘ the interest rate on invested funds 
of many life insurance companies fell below 3 percent during the late 
1940’s. However, almost all the companies had outstanding policies 
issued many years earlier with reserves based upon interest rates of 
3, 3%, or even 4 percent. To correlate these old policies with the 
newer policies, and to use a rate commensurate with probable interest 
earnings rates, many companies transferred large amounts, in some 
cases hundreds of millions of dollars, from surplus to the reserves 
for the older policies, and restated them for the future on a materially 
lower interest rate.® 

Such reserve strengthening was, in essence, an accounting device, a 
correction of the accounts as stated in the past so that the accounts 
as they would appear in the future would more closely. approximate 
the (expected) situation in the future. The outstanding policies rep- 
resented unchangeable contract obligations; premiums to be received, 
death claims, maturity values, surrender values to be paid in future 
years would be unchanged, with or without reserve strengthening 
Similarly, changing the designation of some funds from surplus to 
reserve will not affect future investment earnings of the company. 

Reserve strengthening may be compared with the action of a 
company which accrues a cost in the year in which it recognizes a 
fixed future commitment related to its current income. This recogni- 
tion of a current cost will make cost at some future time smaller by 
exactly the same amount. Over the long run it has no effect on total 
income but it does sHift net income between years. In view of the 
distinction for tax purposes between underwriting income and free 
investment income it is a significant aspect of reserve strengthening 
that it has the effect of changing the character of income by increas- 
ing free investment income and correspondingly decreasing other 
income. 

The practical purpose of reserve strengthening was to facilitate a 
reasonable dividend policy so as to avoid inequities as between various 
groups of policyholders. A high level of surplus with respect to a 
group of policies constitutes a strong pressure for dividends. If the 
situation is that there is a strong prospect that all of the surplus will be 
needed to cover future losses with respect to the group, distribution of 
surplus currently could have serious consequences.’ The pressure for 

* As is shown in pt. II, the rate of interest on invested funds of life insurance companies declined from a 
high of 5.18 percent in 1923 to 3.54 percent in 1939, and then to 2.88 percent in 1947 

5 For an exposition of the purposes, effects, and techniques see Alfred N. Guertin, the Strengthening of 
Reserves, Transactions of the Actuarial Society of America, X LV, 297-342 

6 See Guertin, op. cit., pp. 308-309. 

7 Where there is a decline in the rate of interest earned coupled with a decrease in mortality, as in recent 
years, mortality gains may more than offset a deficiency of interest during the earlier years of a group of 

licies, but the interest deficiency may more than offset mortality gains during the later years. That is 
ecause on any policy the reserve, and thus the required interest, increases from year to year, whereas 


the insurance element, and thus the gain resulting from less-than-expected mortality, decreases propor- 
tionately. 
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distribution is avoided by designating part of the surplus as reserve. 
Some companies did not actually strengthen reserves on older policies 
but achieved the same result by segregating contingency surplus 


reserves. 
2. Use of surplus funds 


Prior to describing the possible uses of surplus funds a word is 
useful about the likelihood of surplus in insurance operations. For 
obvious reasons a life insurance company must make conservative 
assumptions about future developments. The company, as a routine 
part of its operations, makes contracts which fix premiums out of which 
the company may have to make payments a hundred years hence. 
With fixed commitments to pay and no possibility of charging a higher 
price to the policyholder the company must face the prospects of 
changing trends in mortality rates, falling interest rates, capital losses 
arising from general depression or from a sudden rise in interest rates, 
unpredictable catastrophes such as the influenza epidemic in 1918, 
etc. 

With this situation in mind higher than likely assumptions are 
made about mortality and lower than likely assumptions are made 
about interest earnings. The mortality table in common use for 
recent policies is the Commissioners Standard Ordinary table (CSO) 
which is based on total life insurance experience in the United States, 
1930-40. A comparison of the table and the experience on which it 
is based is given below. 








TABLE 1.—Mortality at selected ages, CSO and United States experience, 1930-40 
Deaths in following 
year per 100,000 of 
| Population Margin | Percentage 
“da a a (col l le SS | margin 
re 9 | 
Age | Exnerionce col.2) | = — as 
CSO table| 1930-40 P at . 
table | = 
(1) (2) | (3) | 
—_——— —_—_——— — —— —__—__— — " — — 
| Percent 
25 | 288 201 | 87 | 43 
35 459 | 279 | 180 | 65 
45 861 624 237 | 38 
55 1,798 | 1, 540 | 258 | 17 
65 3, 964 | 3, 613 351 | 10 
75 8, 864 | 8, 105 759 W 
4 


Source: Reserve Basis, Elgin Fassel, X LV, Transactions Actuarial Society of America, Vol. XLV, p. 280 


It will be realized that the actual mortality experience has already im- 
proved since the 1930’s and may be expected to improve further. 

The companies also take a conservative position with respect to 
interest. Currently companies are averaging a return of slightly over 
3 percent, after tax, on invested assets. Most policies are now written 
on the basis of assumed interest earnings of 2% percent. The choice 
of a loading charge, like the reserve interest rate, is under the control 
of the company selling the policy. There is leeway for a mutual com- 
pany to choose deliberately a high or low premium policy. 

As was mentioned earlier, most companies have on the books policies 
written years ago with reserves on higher mortality assumptions but 
also higher interest assumptions, although reserves on much of this 
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business have been strengthened to a more profitable basis. Many 
life insurance companies also write annuity policies. Here the com- 
pany loses money if the annuitant lives a long time so the companies 
start out with a different kind of assumption about mortality, namely, 
that people will live longer than the actual experience. As mortality 
improves over time the margin for annuity business is reduced while 
the margin for life business is improved. Annuity business may turn 
out to be unprofitable on the whole although it may show free invest- 
ment income. Finally, life insurance companies hold some funds not 
involving life contingencies, arising, for example, from a beneficiary’s 
decision to take life insurance proceeds in installments. Profit on 
this business depends solely on the interest assumption compared to 
interest experience. 

Most life insurance business in the United States is written by 
mutual companies which, in general, write policies called participating 
policies which provide that the policyholders shall share in any earn- 
ings available for distribution. In these cases the policyholders 
own the company. Surplus is distributed in the form of policy- 
holder dividends, both regular annual dividends and sometimes special 
dividends on the termination of the policv. The law in New York 
State, in which most companies operate, limits surplus of a mutal 
company to 10 percent of its reserves. As any group of policies 
grows sie the surplus retained by the companies with respect to 
these policies increases for a while and then decreases. In the usual 
case most of this surplus will have been returned to the policyholders 
in the group by the time the last business is written off. 

Typically, stock life insurance companies write nonparticipating 
business. In this case no dividends are paid to policyholders, but the 
policy is written at a lower premium in the first place. Surplus 
arising from these policies is held to cover possibilities of future 
unfavorable experience but ultimately these surpluses belong to the 
stockholders in the company. They may be paid out in the form of 
dividends. The surplus in a stock company may also be realized in 
a lump sum if the company is sold (reinsured) to another company, 
or if the company is converted into a mutual company. In the latter 
case the courts have followed the policy of allocating part of the 
surplus to the new mutual company. Net gains to the stockholders 
on these latter two alternatives are taxable at capital gains rates. 

Many stock companies, also, sell participating insurance, in which 
there is the prospect of payment of policyholder dividends. Generally, 
State law limits the portion of profit on this business that may be 
diverted to the stockholders. 

Two important reasons for holding surplus in the company have 
been illustrated in the previous section. An accumulation of surplus 
on one group of business is used to permit the company to expand by 
bringing in more groups. The extensive strengthening operation in 
the 1940’s will illustrate the use of surplus as a contingency fund. 


B. MUTUAL AND STOCK COMPANIES 


Since the present income tax was first applied to life insurance com- 
panies in 1913 there has been no difference in application between 
stock companies and mutuals. 

In 1948, 30.9 percent of the total insurance in force was held by 
stock life insurance companies. By 1952 this share of total insurance 
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in force had risen to 34.6 percent. In 1948 the admitted assets of 
stock life insurance companies constituted 21.9 percent of the ad 
mitted assets of the life insurance industry. By 1952 this had risen 
to 23.9 percent.® 

Practically all new life insurance companies in recent periods have 
been organized as stock companies. This is attributable to the fact 
that a substantial paid-in surplus is initially required to organize a 
life insurance company, and it is difficult for a mutual organization 
to obtain this surplus. Thus, in the life insurance field the small new 
companies are typically stock companies. 

Some stock insurance companies, as they accumulate a substantial 
reserve and surplus, mutualize, a process in which the stockholders 
withdraw their initial paid-in c apital and some amount of the accumu- 
lated surplus, and the company continues as a mutual with the remain- 
ing surplus. To illustrate, the mutualization of the Western * 
Southern Life Insurance Co. of Cincinnati, Ohio, was completed 1 
1948. The company had been founded in 1888 with a total paid-in 
capital and surplus of $100,000. In the following 60 years cash 
dividends of $34.6 million were paid. By reason of stock dividends 
the capital account of the company had been raised to $30 million 
and the surplus account stood at $26.8 million. On mutualization 
the stockholders received $40 million, the remaining $16.8 million 
being considered necessary to be retained as contingency funds for 
the protection of policy holders.® 

A cursory examination indicates that at least eight stock companies 
have been in the process of mutualization in the past 10 years. In 
1953, after mutualization, the admitted assets of these eight com- 
panies were, in the aggregate, about one-tenth of those of the remain- 
ing stock companies. Mutualization is not a new process. The 
three largest mutual companies were originally stock companies, the 
mutualizations being completed in 1915, 1925, and 1943. 

The typical policy of a stock life insurance company is nonpartici- 
pating insurance, while characteristically mutual companies sell par- 
ticipating insurance. There is price competition between the com- 
panies selling participating insurance and those not selling participat- 
ing insurance. However, there are reasons for expecting that com- 
petition would not make the prices fully equivalent. In many cases 
life insurance is purchased in response to advertising appeals or 
effective salesmanship rather than on careful price comparison. 
Moreover, it is difficult for the purchaser of life insurance to make a 
price comparison because of the problem of dividends. Participating 
insurance requires that the customer make a larger initial outlay with 
the prospect that policyholder dividends which will reduce the net 
cost of the insurance will be paid in the future. He must make a 
guess about the future level of dividends based on past experience 
and based on the current level. At the present time, the current 
level of dividends on a given policy is generally higher than the divi- 
dend level over the past 20 years. Future dividends may vary from 
the current level. 

If the policyholder does make a prediction about the future level of 
dividends, he would expect them to reduce the net cost of his insurance 
below the cost of the nonparticipating policy, since the nonparticipat- 

“ Data calculated from the Spectator Life Insurance Year Book and submitted to the subcommittee by 


the actuarial department of the Acacia Mutual Life Insurance Co. 
* Data from Best’s Life Insurance Reports, 1950, pp. 1131-1132. 
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ing policy does not involve an advance of cash which would not be 
returned for several years. Undoubtedly, the attitude of particular 
policyholders toward this cash advance would vary. Some might 
require a rate of return on their cash advance larger than 3 percent 
per year (which is approximately the amount the companies are earn- 
ing on these advances). Others would consider that the cash advance 
was desirable as a device for forcing themselves to save even though 
their rate of return was low. 

It is argued that despite small changes in the relative ultimate prices 
of participating and nonparticipating insurance there would remain a 
substantial group of customers who would prefer a policy of low 
initial cost and no dividends, while others would prefer a policy with 
high initial cost which was offset by dividends later on. It is argued 
that even if a different tax burden on stock and mutual life insurance 
companies would affect the prices they charge policyholders, the 
resulting small price changes would not have appreciable effects on 
the sale of insurance policies by different companies. 


C. AREAS OF DIFFICULTY IN DETERMINING THE TAX FOR LIFE INSURANCE 
COMPANIES 


The background material presented up to this point suggests the 
major problems which have arisen in attempts to arrive at a satis- 
factory tax for life insurance companies. To a substantial degree, 
the problems are concerned with the question, ‘“‘What should be con- 
sidered the income of life insurance companies for tax purposes?’’ 
Basically the problem arises from the 2 facts (A) that the funds handled 
by insurance companies arise from 2 quite distinct sources, premiums 
received and investment income, and (B) that there is both a savings 
element and a pure insurance element in the business. Any measure- 
ment of taxable income attributable to the underwriting aspect of the 
business would be complicated fundamentally by the long-term nature 
of the business. The measurement of the net investment income on 
the savings element alone is complicated by the presence of commit- 
ments of the companies to add a large part of this income to the 
reserves against their insurance commitments. 

The problems described above are compounded by the fact that a 
substantial portion of the life insurance company business is handled 
by mutual organizations or is in the form of participating policies. 
The concept of income for mutual enterprises in the case of ordinary 
business has given rise to difficult problems. Here the problem is more 
acute because of the large proportion of the total insurance business 
handled by mutuals or handled through participating policies. 

Still another problem in determining a satisfactory tax base for 
life insurance companies arises from the fact that these companies are 
actually engaged in several different types of activities, some of which 
constitute the major business of companies not taxed as life insurance 
companies. For example, an important portion of the accident and 
health insurance business is carried on by life insurance companies; 
the remainder of this business is carried on by casualty companies 
which are taxed quite differently from the life companies. Moreover, 
the term insurance, individual annuity, and group annuity business 
are quite distinct in character from usual types of life insurance. 
Here difficulties arise through attempting to find some method of 








14 TAXATION OF LIFE INSURANCE COMPANIES 


taxing life insurance companies which will take into account the 
differences in the character of income derived from these diverse types 
of activities within the life insurance company area on one hand and 
on the other hand still take into account the competition in these 
fields which exist between life insurance companies and those outside 
of this tax area. 

It is also pointed out that insurance is taxed heavily at the State 
level through premium taxes. In 1953, State premium taxes averaged 
about 1% percent. It is argued that in view of the fact that life 
insurance is almost the only form of savings subjected to such taxes, 
they should be taken into account in determining the relative burden 
of any income tax imposed at the Federal level. 

It is also recognized that life insurance has an important place in the 
American economy which should be encouraged as a means of dis- 
charging the responsibility for the care of widows and other dependents. 
It is pointed out that if individuals fail to make adequate provision 
for their survivors, the obligation for support would fall on the society 
as a whole. This makes it important that the tax shall not in any 
way undermine the fundamental soundness of these companies. 


PART II. SIGNIFICANT FINANCIAL DATA 


This section summarizes some of the financial data relating to the 


life insurance industry, giving particular attention to material that 
might have some bearing on the tax question. 


A. GENERAL 


By the end of 1953 United States life insurance companies held 
assets of $78.5 billion. The obligations and surplus accounts were as 
follows: 


TABLE 2.—Obligations and surplus funds, United States life insurance companies, 


Dec. 31, 1953 

Obligations: Billions 
I Re I ioc a ctiiiichvddnictanctinislansiteailenthe $49. 2 
i OI a aint ies id on kno sh it wht we Mb ins mae eam *33 7 
Reserves for supplementary agreements without life contingencies.... 48 
Policy dvulind yoctenciablens Ssaspe thas ae ws ere cncanlina a co esind onions Sea 1.8 
Amounts set aside for policy dividends-_-~................----.---.- a 
52.5 suis canna tank Cee aabenadladuadwadees 3.3 

Surpive and capital: 
jpecial surplus funds. ..........-.------------------------------ 1.3 
U Wanied curios Pata sae os piv cecslara ak cae ea ees ees ac 4.0 
Cees Geen (iyeen SONNDEMINE) os ec cnc ncccncedcdanceen 4 


*Annuity reserves {nclude reserves for supplementary agreements including life contingencies. 
Source: Institute of Life Insurance, Life Insurance Fact Book 1954, p. 56. 


Reserves represent the portion of the assets which are held to meet 
future policy obligations calculated under recognized assumptions 
about interest, mortality, etc. There are also obligations such as 
those for accrued taxes, accrued expenses, and accrued dividends. 
Capital and surplus represent the remainder of the assets. Some of 
the surplus may be set aside in what are called surplus reserves or 
special surplus funds, to meet contingencies which are possible but 
not probable. To a lesser extent it can be said that the entire capital 
and surplus are held to meet general contingencies. 

The amount of life insurance in force in United States companies 
stood at $317 billion at the end of 1953. This has been growing at a 
steady rate of about 9 percent a year since 1945, and this is approxi- 
mately the rate maintained throughout the 1920’s. Insurance 
reserves at the end of 1953 were $66.7 billion. Characteristically, 
these grow with some lag behind the growth of insurance in force. 
For many years the reserves on any group of policies will grow even 
though. due to deaths the insurance in force with respect to the same 
group will decline. It follows that the financial size of the life- 
insurance industry as measured by reserves will continue to grow at a 
rapid rate relative to the rest of the economy even if there should be 
some slackening in the rate of growth of insurance in force. 
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B. CAPITAL AND SURPLUS 


Some data on the development of surplus over the past 10 years are 
shown below. Ten years is a relatively short period with respect to 
the measurement of income changes of life insurance companies. At 
best, these data are indicative only of general magnitudes, especially 
since several factors influenced them during the last 10 years. 

Since 1951 the surplus figure reported in the annual statement has 
not included the amount of surplus set aside for policy dividend dis- 
tributions in the following year. The published industry totals include 
this figure before 1951 and exclude it thereafter. Merely to obtain a 
consistent historical series it has been added back in for the later years. 
The figure in 1953 was about 15 percent of surplus and presumably 
was in that vicinity for the prior years. 

Particularly in the 1940’s there were two special circumstances 
affecting surplus. A substantial amount of current surplus funds of 
the companies was used to make voluntary additions to reserves, the 
so-called reserve strengthening described earlier. Also, the companies 
in this period had a substantial amount of reported capital gains 
which was the source of part of the surplus. In a sense these reflect the 
same situation—decline of interest rates. (High-grade securities rise in 
value as interest rates fall and most of the gain must be added to cap- 
ital—i. e., reinvested at the lower current rates, to maintain earnings. ) 
Detailed investigation of the year-by-year reports of several large 
companies indicates that there was some rough similarity in magnitude 
between pet capital gains and reserve strengthening in the period 
1943 to 1950. If, in fact, these two distorting factors did tend to 
cancel out the value of the actual surplus figures are not greatly 
impaired as an indication of general magnitudes. 


TABLE 3.—Capital and surplus position of life-insurance companies, 1940-52 


{In millions of dollars] 





an Unassigned Special sur- Capital Total capital | Stockholder ee 
surplus plus funds stock and surplus dividends liability 
1940 1, 239 748 LAR a 2 18 l 
1941 1, 406 784 168 2, 18 1 
1942 1, 552 815 169 2, 14 2? 
1943 1, 730 913 191 2, 38 3t 
1944 1, 610 1, 390 204 3, 2 24 ot 
1945 2, 231 1, 252 224 3, 707 30 25 
1945 2, 367 i, 199 248 3, 814 34 22 
1947 2, 510 1, 201 259 3, 970 35 l 
1948 *2, 405 i, 629 252 4, 286 40 2 
1949 2, 668 1, 826 284 4,778 36 42 
1959 2, 925 2, 071 342 5, 338 82 72 
1951... . 3,418 1, 883 349 5, 631 44 125 
1952... e 3, 734 2, 015 379 16, 128 52 140 


*In this year the $330 million statutory contingency reserve of one company was shifted from unassigned 
surplus to special surplus funds 

tThe conparable datum for 1953, taken from table 2, is $5.7 billion, there shown as surplus and capital, 
plus $0.9 billion, shown as amounts set aside for policy dividends, or $6.6 billion 


Sources: Spectator Life Insurance Co. Year Book 1953, and Spectator Compendium 1952 
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C. INVESTMENT INCOME 
The disappearance of the life insurance tax base in the 1940’s was 
a result of the long fall of interest rates between 1930 and 1947. This 


decline and the recovery since 1947 can be seen in the following table: 


TaBLE 4.—Net rate of interest earned on invested funds, United States life insurance 
companies 


Rate before Rate after 

, Rate Federal in Federal in- 

Year (percent Year come taxes come taxes 

percent) (percent) 
1915 4.77 | 1941 3. 42 3. 42 
1920 4.83 | 1942 3. 44 3. 36 
1925 5.11 1943 3. 33 3. 23 
1930 5.05 | 1944 3. 23 3.14 
1935 3.70 | 1945 3. 11 3. 05 
1940 3.45 | 1946 2. 93 2. 89 
1947 2. 88 2. 88 
1948 2. 96 2. 96 
1949 3. 06 2. 98 
1950_ 3.13 3. 00 
1951 3.18 2. 98 
1952 3. 28 3. 07 
1953 . 3. 36 415 


Source: Institute of Life Insurance. Life Insurance Fact Book 1954, p. 53. The net interest rate is the 
ratio of the net investment income for the year to the mean invested assets (including cash) decreased by 
4 the net investment income (to account for interest on the investment income itself Before 1941, the 
rates were calculated after deducting only such Federal income taxes as were deducted by the individual 
companies in arriving at their net investment income Beginning with 1951, the rates are on a revised 
basis due to changes in the annual statement form. The effect of these changes in 1951 was to lower both 
rates by 0.04 percent. 


Throughout this period the interest that the companies were re- 
quired to pay out or to add to reserves has steadily declined as a 
percentage of invested funds. This was due to the sale of new policies 
on lower reserve interest assumptions and the gradually increasing 
relative importance of reserves on these new policies. The process 
has been accelerated by strengthening of reserves, which involves 
recalculating some older reserves on the basis of a lower reserve 
interest assumption. This decline in the rate of required interest can 
be expected to continue, although possibly at a slower pace. It might 
be pointed out that one large company that reduced its interest as- 
sumption on new policies to 2 percent during the 1940’s has raised the 
rate recently to 2% percent for new policies.' To indicate the magni- 
tude of this decline, the situation in 1950 was that insurance companies 
required a return of 2.74 percent of invested funds to cover interest 
commitments or 87.8 percent of actual investment earnings excluding 
capital gains and tax-exempt interest. By 1952 the required interest 
was only 2.68 percent of invested assets or 81.7 percent of investment 
earnings.” 


! Best’s Life Insurance Reports, 1954, p. 816 
? Data supplied by Treasury Department. See table 5. 








PART III. THE HISTORY OF FEDERAL INCOME TAXATION OF 
LIFE INSURANCE COMPANIES, 1913-54 


A. 1913-20 


Prior to 1921 life insurance companies were taxed under the gen- 
eral provisions applicable to ordinary corporations. There was no 
special section of the law devoted to life insurance companies. The 
1918 act, for example, contained merely 1 brief provision relating to 
the gross income of life insurance companies, and 2 provisions allow- 
ing special deductions for such companies. 

During this period premiums in general, investment income, and 
capital gains were included in gross income. The items excluded 
were the standard exclusions allowed all taxpayers, such as tax-exempt 
interest. Also, an exclusion from income was allowed for amounts 
“paid back or credited to or treated as an abatement of premium of 
such policyholder within the taxable year’? by means of policyholder 
dividends. This, in effect, denied the deduction for dividends on 
paid-up policies and deferred dividends. The distinction was upheld 
by the Supreme Court in Penn Mutual Insurance Co. v. Lederer (252 
U. S. 523). Only dividends used to reduce current premiums were 
considered as a return of the purchase price and all others were 
regarded as a distribution of investment income properly taxable to 
the company despite its mutual character. 

All deductions customarily allowed to any corporation were allowed 
to life insurance companies. In addition to underwriting and invest- 
ment expenses there were allowed as deductions (1) sums other than 
dividends paid within the taxable year on policy and annuity con- 
tracts, and (2) the net addition required by law to be made within 
the taxable year to reserve funds.' The effects of this latter provision 
were twofold: (a) Although premiums were included as gross income, 
such part of each premium as was credited to the policyholder by 
way of a credit to a reserve was deducted; and (6) although all invest- 
ment income was includible, that part which was, in effect, credited 
to policyholders as interest on the reserves was deducted. 


B. 1921-41 


From 1921 through 1949 the intent of the law was to tax net 
investment income only, after allowing for amounts set aside in 
reserves for policyholders. This is the so-called free investment 
income. Underwriting income—income arising because actual mor- 
tality or expenses were less than assumed—and policyholder dividends 
were not considered in determining the tax base. 

The rationale for taxing only free investment income was set out 
in the hearings before the Senate Finance Committee on the Revenue 
Act of 1921 when this approach was adopted. The explanation was 


See section F below for a discussion of the development of the definition of reserves. 
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made by Dr. T. S. Adams, tax adviser of the Treasury Department, 
who indicated that the purpose of the provisions for taxing life insur- 
ance companies under the proposed 1921 act was to apply the tax only 
to investment income.’ 

He also stated that this proposed plan was satisfactory to both the 
mutual and the stock life insurance companies 

Investment income, by specific definition, included only interest, 
dividends, and rents. Capital gains and any other type of income 
generally regarded as investment income were excluded. There were 
allowed as deductions (a) investment expenses, including taxes, expen- 
ses and depreciation on rental property, and (6) amounts, computed 
in various ways, representing investment income needed for policy 
and other obligations, including not only the interest necessary to 
maintain policy reserves but interest paid on fixed indebtedness and 
2 percent of reserves for deferred dividends. 

From 1921 through 1931 the deduction for interest credited policy 
reserves was at the uniform rate of 4 percent of the mean of the reserve 
funds. This rate was higher than the average rate for all companies. 
With few exceptions all policies issued after 1900 were based on a 
3%- or 3-percent interest rate. By 1932 it was decided that 4 percent 
was too high. From 1932 through 1941, those companies which had 
reserves computed at a lower rate than 4 percent were allowed only 
3% percent on such reserves. This allowance of 3% percent was higher 
than the average of the rates used by most companies. 

Under the 1921, 1924, 1926, and 1928 acts interest on exempt bonds 
was deducted from gross investment income (in effect excluded, as 
with all taxpayers), and the deduction for 4 percent of the mean of the 
reserve funds was decreased by this same amount. This had been 
done with the approval of the industry representatives.2 However, 
in its decision in the case of National Life Insurance Co. v. U. S. 
(277 U. S. 508, 1928) the Supreme Court found that under this pro- 
cedure the tax of a company which received tax-exempt interest would, 
other things being equal, be no smaller than the tax of a company 
whose entire income consisted of taxable items. (This followed be- 
cause the regular insurance deduction of any company was reduced 
by exactly the amount of the tax-exempt interest deduction.) There- 
fore, the Court held that the constitutional requirement that such 
interest be exempt was violated. The decision was applied retro- 
actively. Thus, for the entire period 1920-41, the full 4 percent or 
3% percent of the mean of reserve funds was deductible in addition to 
exempt interest. 





ae © * the scheme * * * is to apply a tax on life insurance companies to make it applicable to invest 


ment income. Under the present law the premiums paid by a life insurance policyholder are deemed t« 
be actual income by the life insurance company. * * * 
“The ordinary annual premium that you pay on a life insurance policy is the basis of the income of a life 


insurance company, although no deduction can be made for it by the individual policyholder. It is re 
garded as a capital transaction to him. He makes no deduction for his life insurance premium payment, 
but the company when it gets it must regard it as income 

“That being a starting point—and I think it isa false starting point—we have to authorize a lot of special 
and highly unscientific deductions, with the result that the taxation of life insurance companies is one of the 
faultiest parts of the income-tax act. There is a continual litigation over insurance companies’ taxes be- 
cause of the method of taxation 

“Tt has been suggested—and I think it is obviously sound—that the only true basis of income of a life-insur- 
ance company is its investment income—interest, dividends, and rents which it receives. The premium 
payments it gets are a good deal like a bank deposit. When it takes them over, it creates an obligation such 
as the obligation of a bank to return a deposit when it is called for. So that is omitted altogether. You 
start with the investment income, and certain deductions have been worked out with the result that the 
life insurance companies will pay very much more taxes under the proposed scheme than they did before’ 
(Hearings before the Senate Committee on Finance (67th Cong., Ist sess.) on H. R. 8245 (1921), p. 83 

3 Charles Evans Hughes, attorney for three large life insurance companies, filed a brief supporting the 
Government position in the National Life Insurance case. 
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C. 1942—48 


During the period 1932-41 interest rates had declined drastically, 
and new policies issued by most companies were on the basis of a 
reserve interest rate of 3 percent or less. With the deduction based 
on a rate of 3% percent, which was more than the earnings rate for 
the industry by the late 1930’s, only a few companies with a high 
rate of return were paying any tax. After consideration the method 
of deducting from net investment income amounts computed by 
applying a specific rate to each company’s actual reserves was 
abandoned. Instead, the principle of determining each company’s 
deduction on the basis of an industrywide ratio of interest needed 
to investment income earned was adopted.‘ 

The Secretary of the Treasury determined and promulgated, on the 
basis of the previous year’s experience of all companies, the ratio of 
needs to receipts. This percentage, frequently called the ‘‘Secretary’s 
ratio,” was applied by each company to its net investment income to 
determine its ‘‘reserve and other policy liability deduction,” irrespec- 
tive of what its actual requirements relative to its earnings might be. 
Technically, it was a fraction the numerator of which was an amount 
obtained by multiplying the aggregate of the mean of all reserves 
(at the beginning and end of the year) by the “reserve earnings 
rate,’ plus interest paid (prince ipally on supple mentary contracts 
not involving life contingencies) by all companies, plus 2 percent of 
the aggregate reserves for deferred dividends, and the denominator 
of which was the aggregate net investment income without exclu ing 
exempt interest and with no credit for dividends received. The 
“reserve earnings rate’’ ratio did not (except for the firsi year) reflect 
the industrywide actual experience, however, because in determining 
the amount needed for reserves the actual average interest rate, 
weighted 35 percent, was combined with a specific, unchanging rate 
of 3% percent, weighted 65 percent. 

To eliminate an inequitable treatment of exempt interest resulting 
from the National Life Insurance Co. decision, exempt interest re- 
ceipts of all companies were included in computing the Secretary's 
ratio, but the resulting fraction was applied to the net investment 
income of each company with exempt interest excluded. 

The investment income on accident and health business, deemed to 
be 3% percent of the means of the accident and health reserves (un- 
earned premiums and unpaid losses), was subtracted from the net 
investment income before computing the reserve and other policy 
liability deduction, and this accident and health income was added 
back to the ree investment income to obtain total taxable income. 


D. 1949-50 


Interest rates continued to decline after 1942. As a result of this 
decline new business was written on a lower reserve interest basis, 
usually 2%. The fixed element of 3% percent in the computation of 
the Secretary's ratio, however, produced a decline and then disappear- 
ance of the tax base. This is shown as follows: 





4 The difference between these approaches is explained and illustrated in the discussion of the free in vest- 
ment basis of determining taxe ble income in sec. A of pt. IV. 
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Reserve and 


. : T iat ty R rve and I . 
oter liability ' a a ter liability Peo 
credit ratio cre-.it ratic 
1942 0. 93 $27.4 1946 0 9595 $21.8 
1943 9198 34 5 1947 WHR * None 
1944 ; 9261 34 5 1948 1. 0243 * Nor 
1945 9539 24.7 
* Actually, some income taxes were paid in 1947 and 1948 by a few life insurance companies on income 
from accident and health business 
Source: Income Taxation of Life Insurance Companies, report of subcommittee of the Committee 


Wavs :.nd Means, January 1950 


In House Joint Resolution 371, passed in 1950, a ‘“‘stopgap’’ was 
adopted which retained most of the approach of the 1942 method but 
abandoned the fixed 3%-percent element in the computation of the 
Secretary’s ratio. This permitted the ratio to reflect fully the lower 
reserve interest requirements due to the low reserve rate basis on new 
policies. The House resolution would have applied the altered racio 
retroactively to 1947 and 1948. However, after further consideration 
it was determined not to apply this rule this far back but it was applied 
to 1949 and 1950, producing revenue of approximately $42 million 
and $80 million, respectively. 


E. 1951 TO DATE 


In the Revenue Act of 1951, a tax at a smaller rate on net invest- 
ment income without the deduction of amounts needed for policy obliga- 
tions was substituted for the tax at ordinary rates on investment income 
as reduced by such deductions. For 1951 the reserve and other liability 
credit ratio would have been about 87% percent, which would have left 
12% percent of net investment income as taxable. The 30-percent cor- 
porate normal tax applied to this would yield a tax of 3% percent of 
net investment income, and the combined corporate normal and surtax 
rate of 52 percent would yield a tax of 6% percent. The 3%-percent 
rate was applied to the first $200,000 of net investment income 
(equivalent after deducting 87% percent to $25,000, the ordinary sur- 
tax exemption) and the 6%-percent rate was applied to the balance. 

A graduated reduction in the tax as thus computed was provided 
for those companies whose net investment income was less than 105 
percent of their policy needs on the basis of applying their own interest 
rates to their reserves. If an individual company, on the basis of its 
own interest rates applied to its own reserves, would need more than 
its net investment income its taxable income (net investment income) 
is reduced by 50 percent. Any company whose net investment 
income is 105 percent or more of its reserve needs, on the basis of its 
own interest rates, has no such reduction. Companies with ratios 
between 100 and 105 percent receive a reduction varying from a little 
less than 50 percent to a little more than nothing. 

To conform the taxation of the income from accident and health 
business to the historic pattern—the ordinary corporate rate applied 
to 3% percent of the mean of the accident and health reserves—the net 
investment income is reduced by 3% percent of the mean of the acci- 
dent and health reserves, the amount so subtracted is multiplied by 8, 
that amount is added to the balance of the net investment income, 
and the rates of 6% percent (one-eighth of 52 percent) or 3% percent 
are then applied to the combined amount. 


55766 O—55——3 
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The 1951 method and rates have since been extended, 1 year at a 
time, and apply to 1954 through the l-year extension in shes Internal 
Revenue Code of 1954. The 1942 law will apply again automatically 
to any year for which there is not an extension. 

The 1942 formula would have yielded no revenue from life insur- 
ance operations in 1947 and 1948. The improved earnings situation 
has reversed this, however, and the Treasury Department estimates 
that on the basis of 1953 earnings the revenue vield would be $157 
million, or just the same as the amount predicted under the 6% per- 
cent flat tax provided by present law. Under the 1950 formula the 
revenue on 1953 earnings would be $232 million. 

A revenue analysis of the three formulas prepared by the Analysis 
Staff, Tax Division, Treasury Department, is shown in table 5 for the 
years 1950 through 1953. The ratio shown is the so-called Secretary’s 
ratio or the industrywide ratio of interest required for policy obliga- 
tions to total investment earnings. 


TaBLeE 5.—The Secretary’s ratios under 1942 and 1950 formulas, equivalent fiat-tax 
rates, and revenue effect compared with 644-percent tar, 1950-53 


1942 formula | 1950 formula 


Revenue 
Year applicable ! _ 7 6 ees 
Equivalent! pp... Equivalent ; , en 
Ratio fiat tax ? Revenue Ratio flat tax? Revenue tax 
Percent | Millions Percent Miliions Millions 
1950 0. 9472 1.4 $30 0. 9063 3.9 3 $73 $115 
iciksip<awacsd 9389 3.1 | 67 | 8776 6.2 126 4127 
1952 9181 4.3 99 | . 8543 7.6 168 14l 
6.3 157 | 8167 9.5 232 | 157 


1953 ss ees | 8798 
| 


1 Ratios apulieabie to a given year are 9 compute od from data for the aetentien year 

3 Converted under the general corporate income-tax rate effective in each year as follows: 1950—42 percent; 
1951—50% percent; 1952 and 1953—52 percent 

§ Actual. 

‘ Preliminary actual, 


F. ‘‘RESERVES”’ 


During the entire period 1913 to date the question of what were 
included in the terms ‘‘reserves,”’ “‘life insurance reserves,”’ or ‘‘reserve 
funds required by law’’ has been of paramount importance. During 
the pre-1921 period a major deduction was the “net addition required 
by law to reserve funds.”’ During the period 1921-41 by far the most 
important deduction was 4 percent or 3% percent of ‘“‘the mean of the 
= e funds required by law.” And during the period 1942 through 

950 the most important element of the ‘ ‘reserve and other policy 
liability credit” was the “reserve earnings rate” as applied to adjusted 
“life insurance reserves”’ of all companies. 

Many controversies arose as to whether this or that amount treated 
in the accounts of a life insurence company as a reserve was a “‘reserve’’ 
within the meaning of the law. These questions have gradually been 
answered by court decisions. Without stating in detail the various 
technical problems, it may be said that, in general, the eifect of these 
decisions has been to limit “reserves’’ to those related to life contin- 
rencies, i. e., those affected by mortality or by accident or disease. 
Thus, reserves to provide for matured or accrued liabilities to meet 
fixed obligations such as to pay fixed sums of money for stated periods, 
reserves to pay deferred dividends, and reserves to provide for con- 
tingencies such as capital losses, extraordinary operating expenses, 
etc., are not ‘reserves’ within the meaning of the law. 


PART IV. VARIOUS BASIC CONCEPTS FOR TAXING 
LIFE INSURANCE COMPANIES 


From the beginning of the modern income tax until now stock life 
insurance companies and mutual life insurance companies have been 
taxed on the same basis.' From 1921 until now investment income 
has been the only taxable income both for stock companies and for 
mutual companies, although stock companies may receive additional! 
income (or losses) from underwriting or from other sources which 
belongs to the corporation and its stockholders. All other stock com- 
panies, including stock fire and casualty insurance companies, are 
taxed on their income from all sources reduced by all their expenses 
(to the extent that such expenses are allowed corporations generally as 
deductions). 

This uniformity of tax treatment for stock and mutual life insurance 
companies has met with the approval of most of the companies, both 
mutual and stock. The representative of the life insurance associa- 
tions stated: ‘The associations which I represent are clearly on record 
in favor of equal treatment. With a single exception * * * no 
mutual company has ever asked for a tax advantage in this fiercely 
competitive market.’’? While conceding that theoretical considera- 
tions suggesting free investment income as the tax base of mutual 
companies “apply with greater theoretical force to mutual life- 
insurance companies than to stock companies” it is contended that 
“actually, however, there is little essential difference either in prin- 
ciple or practice in the two operations. Both types of companies sell 
basically the same product in the same market at a comparable price 
in one of the most strongly competitive fields in America.” ° 

While recognizing that in other fields the two types of corporations 
are taxed differently, the point is made that life insurance differs from 
all other enterprises in that the mutuals dominate the business. ‘“The 
seven largest life insurance companies in the United States are mutuals. 
Approximately 80 percent of all insurance in force is on the mutual 
or participating plan. Obviously, therefore, the mutuals fix the com- 
petitive pattern for everyone.”’ 4 

Moreover, it is deemed significant that while there are some large 
stock companies and some small mutuals, “as a generality, it is true 
that most of the large companies are mutuals and most of the small 
companies are stock.” It is argued that ‘a tax differential between 
stock and mutual companies would be an unbearable burden upon 
the young progressive stock companies, which are serving well both 
life insurance and the American public. * * * The result of such 
discrimination would be fatal to many small companies—serious to 
most of them—and the net result would be to channel more and more 





'! During the period 1913 to 1920 mutual companies were not permitted to deduct dividends to policyholders 
as such but only such dividends as served to reduce premiums currently paid, thus both stock companies and 
mutual companies were taxed on the basis of actual] premium receipts 
' ? Claris Adams, The Revenue Act of 1951, hearings before the Committee on Finance, U. S. Senate, p. 

101. 
3 Adams, loc. cit., p. 1101. 
‘ Adams, loc, cit., p. 1101, 
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of the business to the giants and less and less to their smaller com- 
petitors.’’ ° 

On the other hand, it is argued that the principle of equality of 
tax treatment requires an equality not only within a narrowly defined 
industry but also among taxpayers generally. Insofar as the tax is 
deemed to affect the relative positions of competitors, stock life 
insurance companies could be viewed as competing not only with 
other life insurance companies but also with other institutions which 
provide investment opportunities for individuals’ savings. More 
immediately, it is suggested that stock life insurance companies 
selling accident and health insurance compete not only with mutual 
life insurance companies but also with both stock and mutual casualty 
insurance companies. It might also be argued that to whatever 
extent stock life insurance companies may obtain and keep greater 
profits than do mutuals, then to that extent they could bear a heavier 
tax burden without incurring a competitive disadvantage. 

Some have suggested that the argument to the effect that small and 
zrowing stock companies would be discouraged under a tax plan which 
ae more heavily on stock companies than on mutuals could be met 
by means of a special provision for relatively small companies or 
relatively new companies. 


A. FREE INVESTMENT INCOME APPROACH 


The free investment income approach was adopted for the taxation 
of life insurance companies from 1921 to 1951. Generally speaking, 
free investment income is that portion of the investment income 
which, after deducting investment expenses, is not required to be set 
aside to meet policy obligations. Under this approach, underwriting 
gains and losses and dividends to policyholders are not taken into 
account; also, capital gains and losses are not taken into account. 

This approach was developed primarily with mutual insurance 
companies in mind. It was thought in the case of such companies 
that the excess of investment earnings over reserve and other policy 
requirements constituted their only income for tax purposes, although 
this view has not been universally accepted. Under this view under- 
writing gains when distributed as dividends to the policyholders were 
considered as price adjustments. Moreover, it was argued that when 
such gains were held by the company, they were held only temporarily 
to assure the ability of the company to fulfill its obligations to the 
group and would eventually be returned to the policyholders. Invest- 
ment income in excess of reserve and other policy requirements was 
considered income properly subject to tax since this arose from dealings 
with outsiders and was held by the company at its own discretion. 

It has been recognized that the logic of the investment income 
approach is more applicable to the mutual insurance company than 
to the stock company, since the stockholders in the latter type of 
company might derive income not only from investment income in 
excess of reserve requirements but also from the excess of under- 
writing income over losses. However, it has been argued that since 
stock and mutual companies are in direct competition with each 
other and since the stock companies are relatively small they should 
be taxed on the same basis. This was discussed more fully in the 
introduction to this part. 


5 Adams, loc. cit., p. 1101. 
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LIFE INSURANCE COMPANIES 
The theory under which deductions are allowed for the portion of 
investment income which is set aside in reserves is that they are 
income of the policyholders rather than the company, since they 
represent estimates of the amounts which the companies are com- 
mitted to pay at some future time. However, it is pointed out that 
these amounts are in general not taxed to the policyholders, either 
when set aside in reserves or when received. On the other hand, 
this has been upheld on the grounds of the desirability of providing a 
positive incentive for life insurance. 
1. The company-by-company basis 

One rethod of computing free invest nent income for purposes of 
texing life insurence companies is the co rpany-by-company basis. 
Under this approach, if the life insurance company earns investment 
income at the rate of 34% percent, and if it adds interest et the rate of 

percent to its policy reserves, the difference, plus the investment 
income on surplus funds, is treated as taxable income 

In favor of this approach it hes been argued that the procedure is 
substantially sirilar to that involved in the taxation of a bank o1 
other financial institution. Thus, it is said that the income derived 
by a bank from a contract to pay $100 in 10 years from date for $75 
received is in eech of the 10 years the difference between the amount 

earned on the $75 and its accretions (less operating expenses) and an 
absohate amount (here, 2.9 percent of $75 compounded) necessary to 
meet the obligation 

The arguments in favor of this company-by-company basis for the 
free investment income approach have been set forth in hearings 
before the Senate Finance Committee by one life insurance company 
as follows: 

The tax-basis formula shoul? give recognition to the statutory and contractual 
obligation of each in’ ivicual company for acing interest to its policy reserves 
* * * Each company must meet its interest obligations to which it is bound by 
contract and by. statute. Its investment income must first be committed to the 
carrying out of these interest. obligations to its policyhol’ers. Accorcingly, eact 
company has available for the payment of income taxes only what is left after 
these commitments have been met.® 

On the other hand, in opposition to the company-by-company basis 
it is stated that this approach tends to penalize those companies which 
have adopted a conservative policy and those which have increased 
their reserves, thus reducing their average interest rate.’ This argu- 
ment is based on the fact that a life insurance contract, unlike a bank 
deposit, is not a pure savings contract. The portions of the gross 
premfums which are determined by the individual company to be the 
savings element will vary with different mortality and loading assump- 
tions. Thus, the amounts added to reserves, and likewise the rate of 
interest used in computing the reserves, will vary for this reason. It 
is, therefore, argued that if two companies issued groups of policies 
with the same gross premium and had identical experience with respect 
to deaths, maturities, operating expenses, etc., but one had its reserves 
on a 2-percent basis while the other had its reserves on a 3-percent 
basis, it would be unfair to permit the one company to deduct 3 percent 

* Edward J. Schmuck, general counsel, Acacia Mutual Life Insurance Co., Taxation of Life Insurance 
smpanien, hearings before the Committee on Finance, U. 8. Senate, on H. J. Res. 371, March 1950 
“4 It would be “eminently fair’’ not to “‘penalize those which have been the most conservative by increasing 


the reserves and thus reducing the valuation reserve most promptly in the light of current expeases 
Adams, loc. cit., p. 43. 
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of its reserves in computing its investment income while permitting 
the other to deduct only 2% percent of its reserves. 


2. Ave rage-rate basis 


Another method of determining the free investment income is to 
require each company to compute its reserve deduction by applying 
an industry-average rate to its reserves instead of its own actual rate 
This was the approach used in the 1920's except that a specific un- 
changing rate was used instead of an average rate which changed with 
c hanging conditions in the industry. 

It is argued that this basis of computation is desirable because it 
provides a method of apportioning investment income between re- 
serves and surplus which ignores artificial distinctions arising from each 
company’s using its own rate. On the other hand, however, it is 
pointed out that this basis of c omputation does not entirely eliminate 
artificial differences between companies arising from various assump- 
tions as to mortality or rates of interest. The use of an ave rage in- 
terest rate applied to each company’s actual reserves does not, for 
example, produce the same result for a company with reserves on a 
2%-percent basis as for a company with reserves on a 3-percent basis 
since the former’s reserves ordinarily will be approximately 5 percent 
larger. Thus, with the application of an industry-average rate it 
would receive the larger deduction. 


3. Industry-ratio basis 


A third basis for computing the free investment income of each 
company is known as the industry ratio. Under this basis an industry- 
wide ratio of policy requirements to the total investment income earned 
is obtained. Each company then applies this industry ratio to its 
own investment income to determine its deduction in arriving at its 
free investment income for tax purposes. This device was used in 
conjunction with a fixed industry rate from 1942 to 1948, and was 
used alone as the stopgap formula for 1949 and 1950. 

In favor of this basis of computation it is pointed out that it, unlike 
the company-by-company basis, is free of the criticism that the tax 
liability of each company is subject to its own control and varies from 
company to company according to the mortality and interest rate 
assumptions each happens to adopt. Mr. A. J. McAndless, on behalf 
of the majority of the life insurance companies, has said that a device 
such as this, which contains the most averaging of the three bases, 
‘is grounded upon the sound and reasonable assumption that, in the 
long run, companies require the same percentage of net investment 
company income to maintain their reserves.’’* Another industry 
representative has also stated that a practical reason for using the 
industry ratio as the basis for each company’s deduction is that it 
tends to ‘distribute the tax burden basically among the companies 
according to size and among policyholders equally.” 

Objection has been raised to this basis for computing free invest- 
ment income on the ground that not only does it not differentiate 
between companies in accordance with differences in their reserve 
requirements but it does not take sufficiently into account the dif- 
ferences in the rates of return they realize on investment income. 
Thus, for example, if the individual company’s free investment income 





5 Hearings before the Committee on Finance, U. S. Senate, on H. J. Res. 371, March 1950, p. 38. 
* Testimony of Claris Adams, hearings on Revenue Act of 1951, Committee on Finance, U. 8. Senate, 
p. 1105. 
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is the standard, a company earning 3% percent on its invested assets 
and adding 2% percent to its reserves would pay a tax only one-sixth 
larger, instead of one twice as large as that of a company earning 3 
percent and similarly adding 2% percent to its reserves. On the 
other hand, it is claimed that a company with a higher rate of return 
on investments is likely to use a higher interest rate for its reserves 
and that thus the industrywide ratio tends to give a satisfactory result 


4. Comparison of alternative methods of computation 


The adoption of one or another of the theories described above in 
determining the amount of free investment income can make sub 
stantial differences in the tax which would be paid by individual 
companies. The differences between the three methods of determin 
ing free invest-‘nent income may be shown by the following sim pl 
example: 

Company A, company B, and company C each have reserves of $1 
million. The average rate of interest on those reserves is, for A, 3% 
percent; for B, 2% percent; and for C, 3 percent. During the year in 
question A’s investment income is at the rate of 4% percent, or $45,000 
B’s is at the rate of 4 percent, or $40,000; and C’s at the rate of 3 
percent, or $35,000. Since the actual reserve interest rates are 3 
2%, and 3 percent, the average rate is 3 percent The amount needed 
by the companies to meet their poticy obligations is $90,000 and theu 
combined net investment income is $120,000, thus the industry rati 
is 90,000/120,000 or 75 percent. 


‘ 


A 
.et Investment Income $45. OOK £40. OM e3 Mn $120. 000 
npany-by-company basi 
Deduction 2, SOK 4 0). 000 x). OOK 
Free investment income 12. 50 > AK 5 OK +4 ” 
A verage-rate Dasis 
Deduction 30, OOK 30, OO 30). OOK 1. OO 
Free investment income 15, 004 0. 00K 5 000 30. OOK 
justry-ratio basis 
Deduction 33, 75 30, 000 26, 254 %), 000 
Free investment income 11, 250 mo & 750 2. OOO 


Such an illustration is not entirely realistic, however, since it does 
not take into account surplus, and interest earned on surplus, nor the 
fact that, other things being equal, the company using the lowest 
interest rate will have the highest reserves, and vice versa. Taking 
these into account the balance sheet items might appear as follows 


A B ( 1 
Assets $1, 000.000 | $1,000,000 | $1,000, 000 $3, 000, 000 
Reserves 900, 000 950, 000 925, 000 2, 775, 000 


Surplus 100, 000 50, 000 75, 000 225, | 
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Here the ratio of the total amount needed to meet policy obligations, 
$83,125, to total investment income, $120,000, is 69.271 percent and 
the average rate is 2.9952 percent. The differences between the 
three methods of determining free investment income, on these more 
realistic assumptions, may be shown in the following calculations: 


Company 


Industry 


A B Cc 
Net investment income $45, 000 $40, 000 $35, 000 $120, 000 
Company-by-company basis 
Deduction 29, 250 26, 125 27, 750 83, 125 
Free investment income 15, 750 13, 875 7, 250 * 36, 875 
Average-rate basis 
Deduction 26, 959 28, 458 27, 708 83, 125 
Free investment income 18, 041 11, 542 7, 292 46, 87 
Industry-ratio basis 
Deduction 31, 172 27, 708 24, 245 83, 125 
Free investment income 13, 828 12, 292 10, 755 36, 875 
*This ratio of free investment income is much higher than normal. The figures were chosen for 


simplicity. 


The extent to which the tax liability of companies may be affected 
by the use of the company-by-company approach or the use of the 
industry-ratio approach is illustrated by a table submitted by Mr. 
MeAudless during 1950 hearings." As ain example, for one of the 
companies (referred to as company A2 in the table) the tax would 
have been about $3 million on the industry-ratio basis, while there 
would have been no tax if the company-by-company method were 
used. On the other hand, the tax of another company (referred to 
as BS) would have been $133,000 if the industry-ratio method were 
used whereas it would have been $760,000, more than 5 times as 
much, if the company-by-company method were used. 

Some suggest that one of these methods is most suitable to the 
extent that a certain condition (for example, a relatively large extent 
of similarity in the interest assumption) exists and less suitable if 
another condition exists (if, for example, there is a great diversity 


with respect to interest rates). They believe that a method which 
would combine two of these alternatives might be a more satisfactory 
basis than the use of either one exclusively. Plans based upon the 


combination of these methods are described in part VII. 


B. GROSS INCOME AS THE TAX BASE 


An alternative to the free-investment income and other net income 
approaches is the use of gross income of the company as the tax base. 
Under this approach, a tax at a relatively low rate is applied to the 
gross income of a life insurance company, instead of to net income, 
in order to determine the income tax. ‘The tax procedures followed 
for life insurance companies for 1951 and subsequent years can be 
viewed as one form of the gross income approach. A tax at 6% per- 
cent on each company’s investment income has been substituted for 





> 


° Taxation of Life Insurance Companies, hearings before the Committee on Finance, U. 8. Senate., 
on H. J. Res. 371, March 1950, p. 41 
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what in 1951 would have been a 52 percent tax '' applied to invest- 
ment income reduced in each case by 87} percent 

In favor of this approach, it is argued that the problem of determin- 
ing the net income of either an individual life ae unce company Oo 
the industry as a whole is so difficult that the results obtained unde 
any net income tax are likely to be unsatisfactory since the ‘gross 
investment income (investment income ss investment expenses) of 
each company can be readily ascertained it is believed by some that 
the application of a tax at an appropriate rate on this “‘gross’’ invest- 
ment income may be viewed as a ‘pragmatic approach to a reoccurring 
and vexatious problem.” ” 

It has also been suggested that in view of the unique character of 
the life insurance industry and the nature cf its social benefits it is 
neither necessary nor desirable to correlate the income tax on life 
insurance companies with the net income tax on other corporations 
Thus, it is suggested that a tax cn gross income, using a rate of tay 
which appears reasonable, ‘‘will provide a stable, substantial, and 
steadily increasing source of revenue,” with the additional merit of 
“creat simplicity.” 3 It has been suggested that the determination 
of a reasonable rate of tax for the industry be based upon compari 
sons with total taxes on the industry in other periods and in considera- 
tion of ‘the maximum amount * * * the companies should 
called upon to pay.” 

Objections have been raised to the gross income approach primarily 
on two grounds: the ratio of net income to gross income tends to vary 
within the industry, and the relationship of net income to gross in- 
come is unstable over time. In support of the argument that the 
relationship between gross income and net income is unstable over 
time, it is pointed out that the tax at 6% percent on each company’s 
investment income, which was adopted initially for 1951, was sub 
stituted for a tax at 52 percent of that income reduced in each case 
by 87% percent, which for that year was approximately the “‘Secre 
tary’s ratio.”” For 1952, however, the “Secretary’s ratio’ would have 
been 85.43 percent, and for 1953 it would have been 81.67 percent 
Thus, it is pointed out that to produce a tax for 1953 on gross invest 
ment income equivalent to the tax at 52 percent on free investment 
income of the industry, a tax rate of 9% percent would have been 
necessary, or that the actual tax for 1953 under the 6-percent rate 
was the equivalent of a tax at 35% percent on net income be ‘e invest- 
ment income as determined in 1949 and 1950) instead of 52 percent 


( TOTAL INCOME 


Another basic approach to the taxation of life tasuraace companies 
would tax life iasurance comps ities upon their total iacome from all 
sources in the same manner as other corporations. Taxable income, 
in general, would coasist of premiums and investment income less 

(1) expenses and other deductions as provided 1a the Internal Revenu 
Code for corporations gencrally; (2) total amounts paid to saliey. \ 

! Although expected to be 52 percent, the actual rate for 1951 was 50.75 percent 

? Claris Adams, Revenue Act of 1951, hearings before the Committee on Finance, U. 8. Senate, 1 


3 Adams, le. cit., 1195 
‘ Adams, loc. cit., 1106. It was pointed out that under the 1951 formula the tax paid by th 


¢ 


wnce industry would be four times as lirge as the tax paid in 1943, although investment income in tota 
was only twice as large. This was a larger increase in tax above the Worl id War II level than was typica 
for industry as a whole. This comparison appeared to constitute a reas for abandoning the formul 
previously used which would have the effect of rapidly increasing the tax base still further from year to yea 
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holders by reason of death, maturity, or otherwise, including policy 
divideads; aad (3) net inereases in policy reserves excluding iacreeses 
bi coitingeat surplus reserves. An approach similer ia principle but 
differeat 11 application governed the taxation of life iisuraice com 
painies from 1913 through 1920. 

1. Equality of treatment for different types of income 

In the case of both stock and mutual companies the argument has 
been made in favor of the total income approach that it avoids the 
difficulties inherent in selecting only one aspect of the company’s 
operations, for example, its free investment income, as the basis for 
the tax. It is pointed out that any company which has a large amount 
of, for example, term or group insurance receives a relatively small 
amount of investment income with respect to such business and thus 
achieves a competitive advantage under a tax based on investment 
income only. Similarly, it is held that treating a portion of the in- 
vestment income as the measure of the income from accident and 
health business tends to result in unequal tax burdens between life 
and casualty companies. These and other subsidiary problems which 
it is argued would largely be met by the use of the total incor 
approach are discussed in part V. 

2. Equality of treatment for different types of companies 

It has been suggested that the total income approach is particularly 
appropriate for stock companies. As with any other corporation 
owned by its stockholders, not only investment income but profits 
from whatever source derived may go immediately or ultimately to 
the stockholders. If all life insurance companies were stock com- 
panies, it is argued that this method would produce equality of tax 
treatment. However, mutuals represent the largest part of the 
industry. For a mutual company this approach would be, in effect, 
a tax on the increase in surplus each year. Advocates of this view 
regard a mutual company as an entity at least partly distinct fiom its 
members, which should be taxable on retained earnings. They meet 
the contention that a mutual company has no income of its own by 
pointing out that, if over the life of a group of policies all income 
attributable to that group is returned to it, there will be no ultimate 
taxable income on the company attributable to that business. They 
maintain, however, that there would be temporary accumulations 
which would be available for promoting the growth of the company 
and that it would be reasonable to attribute these to the corporation 
as a separate entity. Another basis advanced for viewing the mutual 
company as a separate entity is that it is not clear that each group of 
policyholders ultimately receives back its entire contribution to 
surplus. In this connection, for example, Maclean, a life insurance 
authority, in discussing the reasons why the cash surrender value 
of the policy should be less than the proportionate share of the com- 
pany’s assets attributable to that policy, says, among other things, 
“The usual view is that all policies should make a contribution to the 
permanent surplus or contingent fund.’ 

It is argued, against the viewpoint that the surplus accumulation 
of a mutual life insurance company is taxable income, that such sur- 
plus is primarily a reserve for future expenses and thus not income. It 
is claimed that this reserve is analogous to that of mutual savings 





iS Joseph D. Maclean, Life Insurance, seventh edition, p. 196 
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banks. Mutual savings banks and savings and loan associations are 
allowed a combined surplus and reserve for bad debts equivalent to 12 
percent of assets. Additions to surplus up to this level are not taxable 
to the mutual savings bank. Generally, the surplus of mutual life 
insurance companies is less than 10 percent of assets. On the other 
hand, while the total income approach would imply that a dedue- 
tion for appropriate reserve additions for estimated expenses should 
be allowed, not only for mutual companies but for stock companies 
also, it has been argued that numerous differences in the respective 
situations make the reserve allowed mutual savings banks inappro- 
priately high for a life insurance company. These differences include 
the built-in safety factors in the technical insurance reserve assump- 
tions and the different character of obligations in the two industries 
Furthermore, it is pointed out that the proposal for a long carryback 
of losses described below would provide a possible tax refund as a 
substitute for surplus used as a contingency fund. 

It is also argued, against the total income approach, that it involves 
a dilemma in its effects on the competition between mutual and stock 
companies. On the one hand, it is argued that dividends paid out 
by a mutual must be allowed as deductions to the mutual company 
because of their similarity to price adjustments. On the other hand, 
it is held that these payments include an element of the profit of the 
company, for example, a part of the investment income. Allowing 
these as a full deduction to the mutual would cause under this view a 
serious competitive disadvantage to the stock companies in an indus- 
try which is predominately mutual. Suggestions have been made for 
formulas which would limit the deduction of policy dividends to some 
amount claimed to be distributions of mortality gains (price adjust- 
ments) as distinct from excess interest earned by the company. 
a Nature of surplus mn a life INSUrance company 

A tax on the total income of a life insurance company, like the 
general corporate income tax, amounts to a tax on both retained 
earnings and dividends to stockholders in the case of a stock company, 
and on retained earnings in the case of a mutual 

It is frequently asse rted that the increase in surplus of a life insur- 
ance company is not comparable to retained earnings of other cor- 
porations; in other words, that the increase in surplus is not really 
income. 

The surplus of a life insurance company is different in its nature from the surplus 
f a commercial organization, such as a manufacturer. * * * This safety fund 
or surplus is just as necessary as the legally required reserves, and must increasé 
in some relation to them.'® 

This assertion is questioned by some on the grounds that the atti- 
tude of investors appears to indicate the belief that they (or those 
who purchase their stock) will eventually receive most of the com- 
pany’s surplus. In one area, that of stock companies, the equity of 
the company, that is, capital and surplus, is traded on the capital 
markets. It thus appears possible to determine the attitude of in- 
vestors toward buying a share of the capital and surplus of a stock 
life insurance company. Obviously, such a measure is not available 
for mutuals, 

'® Testimony of Mr. H. R. Bassford, vice president and chief actuary, Metropolitan Life Insurance Cc3, 


revenue revision of 1950, hearings of Committee on Ways and Means, U. 8. House of Representatives, 
p 664 
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It is argued that if it were true that the apparent surplus did not 
represent an accumulation of earnings, prices paid for stock would 
represent the capitalization of dividends only. However, it is pointed 
out that, in general, at the present time high-grade common stocks are 
selling at a price which provides a current dividend vield of 5 or 6 per- 
cent. Behind these dividends in the ordinary corporation there is 
income before tax of four times the amount of dividends. Typically 
however, life insurance company stocks are selling at dividend yields 
from 1 to 3 percent.” It is suggested that this indicates a belicf on 
the part of investors that there is income behind the dividends of a 
stock life insurance company greater than the retained earning of an 
ordinary corporation 

It is argued that a similar implication is provided by a comparison 
of market price of shares of stock in life insurance companies with the 
book value of capital and surplus per share. It is pointed out that if 
investors regarded the surplus of a stock company as not really income 
or as some ‘thing that would be absorbed by future expenses, then they 
would not pay the full value of the surplus to acquire a share of it 
The following table shows a comparison of book value and market 
price per share for the principal stock life insurance companies where 
selling prices are normally reported 


TaBLE 6.—Estimated book value per share and market price of shares in selected 
stock insurance companies, end of 1953 


Market Book Market; Book 
4 wae rice t 
Life insurance company —— — Life insurance company price veotn 
yer per per per 
share share share shari 
Aetna 96% 71 Kansas City 652 A 
Colonial 61 34 Life & Casualty 224% Ll 
Columbian National 76% 68 Life Insurance Co. of Virginia 71 56 
Connecticut General 234 190 Lincoln National 200 0) 
Continental Assurance 132 43 Monu rental i416 st 
Franklin 474 13 National Life & Accident 64% 23 
Gulf 23% 10 Phila? Iphia 34 16 
lefferson Standard 82 » Travelers RAG 708 


Note.—The figures are to be taken as approximations only [he market price quotations were taken as 
of Jan. 20, 1954. The book values were computed from the summary balance sheet information contained 
in Best's Life Insurance Reports, 1954, showing financial condition on Dec. 31, 1953. Where recognizable, 
general contingency reserves were added to capital and surplus. In some cases a part of accumulated sur 
plus is held for participating policyholders and is not available to the stockholders. This was subtracted 
from capital and surplus wherever precise information was given 


Sources: Best’s Insurance News, Life Edition, February 1954, and Best's Life Insurance Reports, 1954 


Another indication of how investors regard the surplus of a life 
insurance company can be seen in the purchase of one stock company 
by another. In 1951 the Lincoln National Life Insurance Co. of 
Fort Wayne, Ind., purchased the Reliance Life Insurance Co. of Pitts- 
burgh. A trade journal reported that the stockholders of Reliance 
Life received $27.5 million for their stock,'* $12 million in excess of 
the book value of the capital and surplus. Such a price, it is argued, 
implies that the purchasing company considered that the assets they 
were buying exceeded the necessary reserves for the insurance busi- 
ness which they were reinsuring by even more than the reported 
capital and surplus of the seller. 


1? Based on 1953 dividend-price data for six large stock companies as given in Best's Life Insurance Reports, 
bOM4 
18 The National Underwriter, September 7, 1951. 
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. Determination of income 


Opponents of the total income approach contend that the annual 
net income of a life insurance company cannot be determined with 
any degree of accuracy because of the long-term nature of its obliga- 
tions."* There appear to be two aspects of this viewpoint. One is 
that with respect to any group of policies the apparent gain in 
an early period may be offset by unexpected and unavoidable losses 
huge death payments due to a catastrophe, for example) in a 
later period. Those who emphasize this problem concede that to 
some extent similar difficulties exist with respect to the net income of 
practically all industrial and commercial companies. It is argued, 
however, that there is an important difference in degree. Other 
corporations can. to a large extent, change prices to accord with 
changed conditions; a life insurance company cannot change the 
premiums on outstanding policies. 

Against this viewpoint, it has been argued that the problem of 
dissipating, through income taxes, surplus which might be needed to 
offset future extraordinary losses could be dealt with by a very long 
carryback of net operating losses in the life insurance industry, for 
example, 20 years. It is held that a tax on total income which would 
be refundable under a long loss carryback system could afford greater 
protection to the companies than the present system. Under present 
law a company might be required to pay a large tax on investment 
income for a year in which there were catastrophic mortality losses 
with no tax refunds to ameliorate the situation 

The other aspect is that the annual income estimates of a life 
insurance company are not reliable indications of actual gain due to 
the long-term estimates underlying the reserves, etc. It is held that 
the reserve system adopted is only a rough allocation of future costs 
to various years. The selection of different reserve bases by different 
companies would result in considerable differences in the time of 
porting income even though the experience was identical It. is 
argued that a serious problem of this type arises between companies 
using the net level premium method and those using the Commis- 
sioner’s Reserve Valuation Method. The latter, common among 
small and new companies, results in smaller reserve additions in the 
first year on new business and would thus show more income for that 
year on such business. It is argued that this would be an impediment 
to growth. Even apart from differences in method, the differences in 
reserve interest rate assumptions between companies would, unde 
this view, involve serious inequalities since one company would be re 
porting income and paying tax before another on the same experience. 

It is argued against this viewpoint that such differences of account 
ing methods are not uncommon. For example, the cash basis tax 
payer pays tax ahead of the installment basis taxpayer. It is also 
argued that such differences resulting from different accounting 
methods are found in the investment income approach and that they 
are hidden rather than eliminated by the various averaging devices 
With respect to the comparison with the free investment income 
approach, it has been pointed out that an error in the assumption 
* “Annual statement figures are not a valid criterion of actual realizable gains because they reflect but a 


small segment of experience with a long continuing liability.”” Testimony of Claris Adams, hearings on 
the Revenue Act of 1951, p. 1100 
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made on the reserve interest rate (for example, allowing 24 percent 
when 3 percent would be realistic for the particular company) is never 
corrected under the free investment income approach; whereas under 
the total income approach any misstatement of the reserve addition 
in one year will necessarily be corrected by an opposite distortion of 
income or expense in another year. True income is ultimately re- 
flected in surplus. To some extent an overstatement of income in a 
year with respect to some groups may be offset by an understatement 
with respect to other groups. 


5. Dividends to policyholders as they affect the tax 

It has been argued that a serious difficulty in the total income plan 
as applied to mutual companies is the fact that the amount and 
timing of policy dividends would have so great an effect on the amount 
of the taxable income. It is suggested that management would be 
under the undesired burden of having to choose between accumulating 
current earnings for possible future needs and thus incurring a tax 
liability or distributing what might be viewed as too large a portion 
of such earnings to avoid the tax. 

It has been pointed out that a serious aspect of this problem would 
appear in a transition to a total income tax. At the time of its in- 
ception some companies would have relatively larger surpluses, in 
proportion to their reserves, than other companies. Such companies 
could afford to distribute a larger portion of their current earnings to 
policyholders than the others (since their larger prior accumulations 
would offset smaller current accumulations) and thus pay relatively 
smaller income taxes. It is argued that these extra dividends would 
be an important competitive advantage. 

With respect to the transition problem it has been argued that it 
could be reduced in importance by a temporary restriction on the 
amount of deductible dividends. The ratio of dividends to premiums 
for a previous 5-year period, for example, might be viewed as normal 
for that company. Deduction of dividends in excess of this normal 
amount could be disallowed in decreasing fractions, say nine-tenths 
for the year after the plan was adopted, eight-tenths for the second 
year, and soon. As reserves increased, generally, with the passage of 
time any ‘‘excess’’ surplus a company might have had at the inception 
of the total income plan would become relatively less significant as a 
dividend factor, so a declining scale of disallowances would under this 
view be appropriate. 

It is argued that if a long-term loss carryback were a part of the 
total income plan the incentive for large policy dividends would be 
minimized. Surplus accretions would be deemed necessary to meet 
extraordinary losses which might occur in the future. Under this 
view a tax refund, to be received if such a loss occurred, would 
safeguard the policyholders as effectively as a larger retained surplus 
Excessively large policy dividends paid to reduce the income tax, it is 
pointed out, would have the effect both of reducing the surplus avail- 
able for future needs and precluding a tax refund ‘which would meet 
those needs. 


6. Accounting difficulties 


It is held that one objection to the total income approach for taxing 
life insurance companies is that it encounters serious difficulties in the 
purely technical accounting matters. With reference to the 1913 to 
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1921 experience with this approach it has been said: ‘‘The law was 
satisfactory to no one, least of all the Government It was the cause 
of multitudinous administrative difficulties, and it was also the source 
of constant annoyance and constant litige-tion.”’ 

On the other hand, it is argued that there have been numerous 
improvements in the accounting required of insurance companies for 
State regulatory purposes. Also, it is stated that some of the early 
problems could have been avoided by a more explicit and comprehen 
sive statute, end others have been worked out since 1921 in connection 
with the determination of free investment income.’ 

7. Reserve strengthening 

It is argued that the problem of reserve strengthening, described 
in part I, highlights the accounting difficulties of the total incom: 
approach in the case of life-insurance companies, and in a transition 
period involves a serious problem of its own 

In any vear a single company may by the technique of bookkeeping 
entries voluntarily shift millions of dollars from surplus to its reserves 
as a result of changing its assumptions with respect to costs, in effect 
saving that certain costs should have been allowed for in the past 
instead of the future. It is argued thai allowing this amount as a 
deduction in the year of strengthening would allow the company an 
undesirable control over its own current tax liability, but failure to 
allow it would either prevent companies from strengthening reserves 
or would require continuation of an extra system of accounts for tax 
purposes. 

The transition problem pointed out in connection with reserve 
strengthening arises from the fact that during the past 10 years many 
companies have transferred very large amounts, hundreds of millions 
of dollars in some cases, from surplus to strengthen reserves against 
older policies. Other companies have not done so, but have set up 
surplus contingency reservés to deal with the same problem. If, fo: 
example, in 1949 one company strengthened reserves on a group of 
policies by $1 million while another, with a similar group, did not, the 
income from 1950 until the expiration of the last policy in each group 
would be $1 million more (other things being equal) for the first 
company than for the second. The question is raised: Should the 
income as shown be accepted as the tax base, whether or not the 
compapy has previously strengthened its reserves, or should adjust 
ments be made to equalize the tax liabilities of the different companies? 

In justificetion of the first viewpoint, it is ergued that the various 
companies did or did not strengthen their reserves in accordance with 
their best judgrent of whet was a proper allocation of income to 
different periods, et a time when tex considerations did not influence 
thet decision. Differences between companies resulting from strength- 
ened or unstrengthened reserves, it is pointed out, may be no greate! 

Claris Adams, Revenue Revision of 1950, hearings, Committee on Ww ays and Me ans, p 649 


* To illustrate the steps involved, the following genera! outline of a t tal income tay has been suggested 
The taxable income of any year could be the ‘‘net gain from operations after dividends t» policyholders 
line 33, p. 4, annual statemeut as made to State insurance commissioners) with appropriate adjustment 
Some of these adjustments are such as would be made with any corporation, such as the disallowance as 
deductions of Federal income taxes, capitajexpenditures, and the adjustment of the deductions for deprecia 
tion. As with other corporations, tax-exémpt interest would be excluded from gross income and a credit 
85 percent of dividends received would be allowed. Certain adjustments peculiar to life insurance com 
panies would also be necessary such as the inclusion of certain ‘‘nonadmitted”’ items of income or expense 
and the elimination of increases or decreases in the stated values of the assets. Under this approach 
special tax treatment is necessary to rm flect the income from accident and health insurance; deductions with 
respect t9 increases in reserves for such insuranee would consist of increases in the usual reserve r unearned 
premiums and unpaid | ssses 
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than differences which always exist resulting from different reserve 
interest and mortality assumptions. Such differences, it is also argued, 
may not be much greater than differences between ordinary con- 
mercial com panies resulting from differences in the treatment of in- 
ventories, depreciation, installment sales, etc. 

On the other hand, it is pointed out that reserve strengthening is 
a mere accounting device, end that the realities—preriums, surrender 
velues, deeth or maturity peyments—« re the se-re whether or not 
reserves were strengthened. ‘Thus, it is argued that for tex purposes 
income should be computed as if there had been no strengthening 
If it were impracticable to compute additions to the reserves es the 
would have been without strengthening, it is held that substentielly 
si riler results could be achieved by allowing the deduction of graduelly 
smaller portions, over e. long period of tire, of the 2 rount originell) 
added to the reserves. 


D. DISTRIBUTED INCOME AS THE TAX BASE 


Another possible tax base for life insurance companies is the income 
which they distribute. This is usually suggested as a minimum tex 
base to be used in conjunction with sore other basic formule. Under 
this approach dividends paid to stockholders would be the tax base 
(an alternative tax base) for a stock company. The application of 
this approach, however, in the case of a muiual company is more 
difficult since the distributions in that case take the form of dividends 
to policyholders. Such dividends paid by cooperatives have not 
traditionally been regarded as an appropriate basis for income taxa- 
tion. One suggestion to meet this problem would be to tax only that 
portion of the policy dividends which, for each company, constitutes 
a distribution of its investment income. If an industry-average device 
is used under the basic formula, rather than a company-by-company 
approach, the proportion of policy yholders’ dividends which constitutes 
free investment income rather than underwriting gaias could be de- 
termined o1 an industrywide basis. 

An argument in favor of this approach as an alternative, or min- 
imum, tax base is that management in deciding how much of the 
apparent income can safely be distributed would take into account 
future needs and contingencies and the validity of the accounting 
techniques which determine the apparent income. It is contended 
that while all available income may not be distributed, what is dis- 
tributed is at least a true measure of the minimum amount of real 
inc »me. 

Opponents of this approach point out that in the case of a stock 
company it is in conflict with the principles of the general corporate 
income tax. Corporations in general are taxed not only on their dis- 
tributed but also on their undistributed income, and in some cases 
additional penalty taxes are imposed on the undistributed income. 
Moreover, the 1954 code treats distributed profits more favorably 
since it allows stockholders a credit for part of tax paid at the corporate 
level with respect to the distributed profits. It is also suggested that 
the effect of such a tax might well be to encourage the retention in the 
insurance company of funds which are really not needed. Still a fur- 
ther argument presented is that while distributed income of a stock life 
insurance company will be only from what the management believes is 
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realized income, it may, as in the case of other corporations, be sub- 
stantially less than the income’management believes has been realized. 
[In support of this position it is argued that the price pattern of me 
in life insurance companies indicates that dividends are, in general, 

small portion of the corporate income and that a major portion of the 
narket value is based upon the undistributed profits 

In the case of mutual companies, it is argued that a tax based on a 
iniform portion of the amounts distributed would result in an unfortu- 

te distinction between high- and low-premium companies. It is 

vointad out that the policy of some companies is to require premiums 
which are close to probable costs, a policy which is feasible if the 
company has already accumulated a sizable surplus. Such a company 
would pay relatively small dividends to its policyholders. On the 
other hand, it is pointed out that another company doing substan- 
tially the same business might require higher premiums with the 
expectation that they would be offset by relatively large dividends if 
ictual costs permit. The second company, it is contended, would be 
likely to incur a larger tax liability than the former if an industry 
average is used to determine what part of the distribution represents 
a distribution of free investment income 


E. THE POLICYHOLDER AS THE BASIS OF TAXING MUTUAL LIFE 
INSURANCE COMPANIES 


It has been suggested by some observers that the corporation be 
abandoned as the taxable entity in the case of income of mutual life 
insurance companies. Under the proposals developed it is visualized 
that the amount of tax to be collected would be found, not from the 
status of the company, but from the status of the individual policy- 
holders who ultimately receive the investment income earned by the 
company. Since it is generally considered impractical, however, to 
determine the taxes of the millions of policyholders on such income 
individually, it is usually suggested that the tax be collected from the 
company but that it be imposed at some rate, in the neighborhood 
generally of 20 percent, which would correspond to the average indi- 
vidual rate. 

Objection has been raised to this type of a tax base on the grounds 
that, in the case of stock companies, part of the earnings of the com- 
pany should be attributed to the stockholders and either to ignore 
such earnings or to tax them on the same basis as if they were income 
of the policyholder would create discriminations between various types 
of corporate enterprises. While recognizing that this approach does 
not fit the nonparticipating business of stock companies, it is sug- 
gested that this method of taxation might be applied in their case on 
the grounds that it is too difficult to determine their tax on the basis 
of the net income of the corporation, and that a higher tax on stock 
companies than is provided in the case of mutuals would place the 
former at a competitive disadvantage. 

In the case of mutual life insurance companies, it is argued that in 
principle the retained earnings should be taxed and that they are 
properly the earnings of the corporation rather than the policy holders 
since the policyholders as of any time have no assurance that such 
earnings will eventually be returned to them. 
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On the other hand, it is argued that a mutual life insurance company 
(and to some extent a stock company) has no retained earnings sinc« 
its surplus serves the same purpose as a bad debt reserve in the case of 
other financial institutions and that the mutual companies retain no 
more than might be allowed under such a reserve in the case of these 
other laanelat institutions. It is pointed out, for example, that sur- 
plus in the case of mutual life insurance companies averages about 7 
to 8 percent of liabilities and that one State in which mutuals operate 
limits surplus to 10 percent. 

It has also been suggested that analogous problems must be faced 
in determining what is the proper base for the “individual tax’’ col- 
lected from the insurance company as have been presented above in 
the case of the imposition of a corporate tax. One position is that 
the taxable investment income should be the investment income less 
not only the expenses attributable to earning that income but also the 
expenses of operating the insurance company as a whole, such as 
agents’ commissions, the expenses attributable to receiving premiums, 
investigating and paying claims, accounting, overhead expenses, etc. 
Others take the view that expenses attributable to the insurance 
element of any policy should not be deducted but only those expenses, 
including an apportionment of the operating expenses, which relate 
to the savings element in life insurance should be deducted from 
investment income. It is pointed out that the policyholder who buys 
ordinary life insurance in effect is buying term insurance and savings. 
In the case of term insurance it is pointed out that the small amount 
of investment income attributable to it does not cover expenses of 
holding the insurance and, therefore, that part of the premium paid 
by the policyholder is in effect the purchase of the services which 
occasion such expenses. 


F. SEGREGATION OF BUSINESS ACTIVITIES OF INSURANCE COMPANIES 


Some take the position that it is impossible to arrive at an equitable 
method of taxation for insurance companies by lumping all of their 
various types of activities together. They suggest that the different 
types of business in which an insurance company is engaged should 
be segregated and that separate consideration should be given to the 
tax treatment of each type of activity. The degree to which the pro- 
ponents of this method would provide segregated treatment varies 
considerably and frequently no very specific conclusions have been 
reached on this point. Generally, however, those who take this point 
of view would provide separate treatment at least for such types of 
business as accident and health insurance, ennuity business (some- 
times distinguishing between the individual and group annuities), and 
term insurance. 

The problems which are presented by the various types of business 
in which a life insurance company is likely to be engaged, and the 
relationship of these problems to the tax treatment of companies 
which are not life insurance companies but are carrying on similar 
activities, are discussed in the part of this report which follows, Part V, 
Subsidiary Issues. 










































PART V. SUBSIDIARY ISSUES 
A. ACCIDENT AND HEALTH BUSINESS OF A LIFE INSURANCE COMPANY 


Under section 801 of the Internal Revenue Code of 1954, which 
defines a life insurance company, it is provided that an insurance com- 
pany may be taxed as a life insurance company if its life insurance 
reserves (including reserves on noncancelable health and accident 
policies) comprise more than 50 percent of its total reserves. 

The origin of the treatment in the present law is traceable to the 
Revenue Act of 1921. In explanation of the adoption of the cri- 
terion that life insurance reserves (including reserves on noncancelable 
health and accident policies) constitute more than 50 percent of total 
reserves, Dr. T. S. Adams, tax adviser of the Treasury Department, 
made the following statement to the Senate Finance Committee in its 
hearings on the 1921 act: 

Some companies mix with their life business accident and health insurance, 
It is not practicable for all companies to disassociate those businesses so that we 
have assumed that if this accident and health business was more than 50 percent 
of their business, as measured by their reserves, it could not be treated as a life 
insurance company. On the other hand, if their accident and health insurance 
were incidental and represented less than 50 percent of their business we treated 
them as a life insurance company.! 

Under this definition life insurance companies write more accident 
and health business than do casualty companies. In terms of pre- 
miums received, the life companies had $950 million in 1951 compared 
to $640 million for the casualty companies. In 1950 the figures were 
$790 million for life insurance companies and $530 million for casualty 
companies.” 

With respect to accident and health insurance business it is provided 
in sections 805 (a) and 806 that a life insurance company is to pay a 
tax (in addition to its “life insurance tax’’) at the equivalent of ordi- 
nary corporate rates on an amount equal to 3¥ percent of the unearned 
premiums and unpaid losses on cancelable health and accident insur- 
ance. (These are the ordinary reserve items arising from this type of 
insurance.) In the case of a stock company writing accident and health 
insurance primarily, the Federal income tax is based upon total income 
including the net underwriting income as well as the investment income 
on reserves and surplus. In the case of a mutual company writing 
primarily accident and health insurance, the company is required to 
pay the larger of two alternative taxes. One is a tax on its net invest- 
ment income computed at ordinary rates; the other is 1 percent of its 
gross income, defined as gross investment income plus premiums less 
dividends to policyholders. 

A stock life insurance company writing accident and health insur- 
ance business is taxable with respect to that business much like a 
mutual casualty insurance company. One difference is that a specific 

' Hearings before the Senate Finance Committee (67th Cong., Ist sess.) on H. R. 8245 (1921), p. 85 


? Spectator Insurance Yearbook, Casualty and Surety Volume, cited in Statistical Abstract of the United 
States, 1983, p. 469. 
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rate of 3% percent is applied to its accident and health reserves instead 
of the actual rate of earnings of the company as would be done i 
the case of a mutual casualty company. At the present time the lift 
insurance industry average rate of return on total assets is slightly 
over 3% percent although there are considerable differences between 
companies. Some companies with favorable investment experienc¢ 
show earnings over 4 percent. A second difference in the tax treat 
ment between these two types of companies is that a stock life insur 
ance company selling accident and health insurance does not have t 
include in its accident and health reserves a pro rata portion of surplus 
An ordinary mutual casualty company would pay tax at the full 
percent rate not only on the investment income with respect to th: 
unearned premiums and unpaid loss reserves but also on the invest 
ment income on its surplus funds. Finally, a third difference is that a 
stock life insurance company writing accident and health insurance 
has an advantage compared to the mutual casualty company in not 
having to pay the alternative 1 percent gross receipts tax when that is 
higher. At the present time, however, most of the mutual casualty 
companies pay the tax based on investment income rather than the 
1 percent alternative. 

A stock life insurance company writing accident and health business 
is taxed quite differently than a stock casualty company in that (1 
it excludes from its taxable income with respect to such business the 
net underwriting income (or loss), (2) it pays a tax at 6% percent 
instead of 52 percent of the investment income earned on surplus 
funds, and (3) if its actual rate of investment income is more — 
3% percent of the reserves it pays a tax of 6% percent instead of 5 
percent on this excess. 

It has been argued that if mutual life insurance companies were to 
pay tax with respect to accident and health business on the same basis 
as mutual casualty companies they would encounter difficulties in 
separating their net investment income from the two lines of business. 
However, it is pointed out that life insurance companies now report 
separately their net investment income attributable to this business 
This is provided for in the annual statement made to the State insur- 
ance commissioners (p. 5, line 4). The allocation is made on the basis 
of the reserve funds allocable to each type of business with a permis- 
sive adjustment for allocating the income from policy loans to the 
business on which they arose. This means that the earnings on sur- 
plus funds are allocated to various lines of business in proportion to 
reserves. It might be argued that while this allocation is satisfactory 
for general regulatory purposes, it is not satisfactory for tax purposes, 
and that a larger surplus ratio is, in fact, held for one type of business 
than another. 

Taxing stock life insurance companies on the same basis as stock 
casualty insurance companies requires the same type of allocation of 
investment income and also the determination of net gain from 
operations attributable to accident and health business. The latter 
is also provided for in the annual statement. Here also it might be 
argued that the allocation of joint expenses would have to be done 
more carefully for tax purposes than for regulatory purposes. 

In 1942 the Treasury Department proposed that free investment 
income be the tax base for the life-insurance portion of a company’s 
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business, but that the income from accident and health business be 
taxes as if it were that of a casualty company. 

If the accident and health business of a life insurance company 
were taxed as if it were carried on by a casualty company, it still might 
be desirable to tax noncancellable accident and health business as life- 
nsurance business as under present law. The necessary information 
to remove this business from the aggregate accident and health 
business is contained in the annual statement (pp. 11 and 40 


B. INDIVIDUAL ANNUITY BUSINESS 


[It has been proposed ‘that income of life insurance companies 
arising from individual annuity business should be tax-free because 
earnings on these reserves are ultimately taxable to the annuitant 
[t should be understood, however, that the area of double taxation is 
limited. An insurance company doing annuity business has reserves 
which require interest additions of, say, 24% percent. This interest is 
taxable to individuals as the reserves are paid out. In effect, this 
interest has not been, and is not under present law, taxed to the 
oasurance companies.‘ 

Under the free investment income approach (or under the gross 
investment income approach) the problem is, therefore, that both the 
company and the annuitant are taxable on the interest'earned in excess 
of the amount added to reserves, to the extent that the excess is 
distributed to the policyholder.* Under that approach, while there is 
no double taxation on that portion of the free investment income 
‘elative to annuities which is not distributed, it is argued that there 
may be taxation of what is not really income if the free investment 
income is Offset by mortality losses arising because the annuitants 
live longer than was originally contemplated. However, such a 
difficulty is, it is pointed out, inherent in a plan which does not take 
into account either underwriting losses or underwriting gains 

Under any total income approach which provides for the deduction 
of all policy dividends there would be no double taxation, because both 
the additions to annuity reserves and dividends paid annuitants would 
»e deductible, the dividends being deductible at the same time as they 
were taxable to the recipients. Under that plan there would be no 
taxation of free investment income offset by mortality losses, since such 
losses would be deductible. 

The above remarks apply in substance to the part of life-insurance 
business dealing with supplementary contracts not involving life con- 
tingencies (fixed installment payment of life and endowment proceeds 
except that the interest may or may not be taxable to the recipient 
depending on several circumstances. There would be no underwriting 
gains or losses on this business. 

With respect to some portion of annuity business there is an element 
of double taxation where free investment income is paid out in policy 


3 Revenue Revision of 1942, hearings before the Committee on Ways and Means, U. S. House of Repre 


sentatives, p: 86. 

‘ Under the various Secretary’s ratios earnings and obligations with respect to annuity reserves were 
lumped with those of life reserves to find the average deduction for the industry. Currently the the industry 
pays tax of 644 percent on earnings on annuity reserves, which is the equivalent of a tax at 52 percent on one 
eighth of that income, based on the 1950 Secretary’s ratio. Since the precise ratio between required and 
earned interest is less now than in 1950, it appears that the industry, in effect, gets a deduction for at least 
the interest added to reserves. 

’ Operating results by lines of business from the largest 150 companies are published in the Spectator Life 
Insurance Reports. The results of 1952 operation showed that in the case of ordinary life business 64 percent 
of the gain from operation (before dividends to policyholders) was paid out as policy dividends. In the case 
of annuity business only 20 percent of this gain was paid in policy dividends 
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dividends. In this case it is argued, however, that the present law 
tax of 6% percent on interest earned on annuity reserves approxi- 
mately offsets the tax advantages to the individual from postpone- 
ment of tax on this interest. It is pointed out that in the typical 
case of a deferred annuity the purchaser makes payments to the 
company toward an annuity that will begin in the future, say at age 
65. Until the individual is 65 interest will be earned largely tax-free 
on his payments and this tax saving on the interest will serve to 
increase the reserves and earn more interest. Moreover, tax does not 
begin to be paid until the annuitant exceeds 65, when effective rates 
usually are lower.® 


C. GROUP ANNUITY BUSINESS 


1. Insured and trusteed plans 


If the foregoing proposal were to be accepted, namely, to impose no 
tax on insurance companies with respect to individual annuities, then 
it would follow that there should be no tax on the companies with 
respect to group annuity business. It has been suggested that it 
would be proper to exempt the group annuity business, because of 
competition with pension trusts, whether or not the income attribut- 
able to the individual annuities discussed above is taxed. It is argued 
that the life-insurance industry is put at a competitive disadvantage 
in the employee pension plan business because interest earnings on 
group annuity reserves are taxed in the hands of the insurance com- 


* To analyze this argument that deferment is important it is useful to examine various cases. Assume 
that an annuity contract is taken out at age 36, requiring 20 annual premiums, to become payable at age 
56 when the life expectancy, male, is about 20 years. The actuarial calculations are simple in this case since 
on the average each premium is returned with interest 20 vears later. To support this calculation it is 
assumed that, in case of death before the annuity starts, the payments plus accumulated interest less 
handling costs are refunded Assume further that the interest earned on reserves is 3.2 percent and all of 
it is returned to the policyholder. The results of this investment are shown in the table below under three 
different tax arrangements. Column (1) assumes that the interest earned is taxed at 20 percent each year 
as earned but no other tax is due after the 20 years. Column (2) assumes that the company pays a tax of 
644 percent on its interest income and the annuitant pays taxon hisgain. Thisis present law. Column (3 
assumes that the company pays no tax on the interest but the annuitant pays tax on receipt. In all 3 cases 
the tax on the annuitant is computed in 2 ways: First, on the assumption that his tax rates are unchanged 
after retirement, and second, on the assumption that the tax rates after retirement equal one-half of the pre- 
retirement tax rate 

Crouth of investment in an annuity under alternative tax assum ptions 


Interest No tax 
taxed at Present-law | on meatity 
‘ tax on 


individus 5 business 
individual insurance usiness of 


ate as ¢ bd 
rate a companies insurance 


earned companies 

(1) (2) (3) 
1. Premium ; . ‘ —- $10. 00 $10. 00 $10. 00 
2. Size of annuity payment. _. née te wm 16. 07 17. 38 | 18. 02 
3. Tax on receipt at rate of 20 percent. gude ee 1.48 | 1. 60 
4. Annuity payment after tax 16. 07 15. 90 | 16. 42 
5. Tax on receipt at half rate alias 74 | 80 
6 


Payment after half rate tax after retirement shut 16. 56 16. 64 | 17. 22 
| 


It is reasonable to expect that tax rates on an individual would be lower after retirement. There is typi- 
cally less other income, a double personal exemption, and also a special credit against retirement income. 
On the other hand, the deferral period in the queen may be longer than average. Many annuities are sold 
for alump sum to begin payment immediately “hese are not the most common since the 1954 Life Insur- 
ance Fact Book (p. 36) indicates that there is more income payable annually on annuity policies which have 
not yet started payment than under policies which are now being paid, and the latter categories include some 
that were originally deferred. 

Since these two circumstances tend to offset each other, it is suggested that a fair comparison lies between 
the results shown in lines 4 and 6 of the table. These results tend to show that the present tax on life insur- 
ance companies approximately offsets the various tax advantages to the individual and leaves him nearly 
where he would have been if he saved in some other fashion. In both cases it is pointed out that the absence 
of any tax on the insurance company would yield an appreciable tax advantage to the individual, 
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panies while interest earned by qualified pension trusts is completely 
exe mpt from tax. 

The question has been raised, however, as to whether it is proper 
to exempt stock insurance companies from all tax on their group 
annuity business in view of the fact that such a company writes group 
annuity business with the ultimate objective of making profit for the 
stockholders. A similar question is raised with a mutual company to 
the extent that it retains some of the gains on such business to finance 
expansion. It is reported that on 1952 business on group annuities 
the gain from operations before dividends to policyholders of the 150 
largest companies was $66 million, of which $18 million was paid in 
policy refunds. This gain from operations is after Federal taxes of 
approximately $12 million attributable to the investment income of 
$175 million on this business.’ 


2. Growth of insured plans 

The statistical record suggests that trusts have replaced insured 
pension plans in some areas but this has not destroyed the growth 
of the insured plans. The number of insured pension plans has in- 
creased from 11,250 in 1950 to 15,730 in 1953. The number of 
persons covered has increased in the same period from about 3 million 
to about 4 million. The reserves on such business have increased in 
the same period from $5.4 billion to $8.6 billion.® 

Despite this overall growth an increasing number of plans recently 
introduced have been of the so-called pattern type, which generally 
means a plan involving more or less fixed benefits without regard to 
the rate of compensation of the employee. About 72 percent of these 
plans are set up on a trusteed basis. In the matter of conventional 
plans the 1953 edition of A Study of Industrial Retirement Plans 
by the Bankers Trust Co. of New York, covering plans established 
between 1950 and 1952, indicates that 51 percent were handled exclu- 
sively through a pension trust compared to 46 percent in their 1948 
to 1950 study, while the plans on an exclusive group annuity contract 
basis declined from 33 percent to 26 percent. Of more interest is 
the nature of changes in plans in the period 1950 to 1952. The 
Bankers Trust Co. reports: 

Of the plans amended in the 1950—52 period, the method of funding was changed 
or modified in 34 plans. In 20 of these plans, the change was from one of the 
insured methods to the pension trust method. In six plans, the change was from 
an unfunded plan to a pension trust plan. In three plans, the change was from an 
insured or partially insured plan to a combination pension trust and insured plan.’ 


3. Differences between insured and trusteed funding 

It is pointed out that the impact of the present life-insurance tax 
on net interest earnings of the company with respect to its reserve 
and surplus held for the insured is such as to reduce net interest earn- 
ings before tax of, say, 3.2 percent to a level of 3.0 percent. Ata rate 
of 3.2 percent $10 invested for 20 years would be worth $18.74. At 
3 percent it would be worth $18.02. In addition, it is pomted out 
that the States impose taxes on annuity premiums. A 1}-percent 
tax on insurance premiums would decrease the value of the $10 pay- 
ment after 20 years to $17.75. 





’ Spectator Life Insurance Reports, 1953, pp. 304A-317A. 
§ 1954 Life Insurance Fact Book, pp. 31, 32. 
ed 2 Retirement P lans, 1953, Bankers Trust Co., New York, p. 19. 
) p. 1 
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Other differences between insured and trusteed plans partially or 
wholly outside the field of taxation also are pointed out. Small 
trusteed plans, of the fixed pension type, involve considerable risk 
of mortality losses since there is not sufficient opportunity for the 
law of averages to work. The small employer can avoid such risk 
by establishing an insured plan. Also, the handling costs would be 
relatively larger for a small trusteed plan. 

A trusteed ‘pl: in, if it is large enough to provide averaging of risks 
has certain inportant nontax advantages: (1) It may make invest- 
ments offering a better return (and greater risk) than insurance com- 
pany investments; (2) from the standpoint of the employer it is an 
important advantage that the trust assets may be invested in the 
employer’s business, either through stocks or secured notes. 

Alternatives 


This report is immediately concerned only with the taxation of life 
insurance companies. However, possible actions in the noninsurance 
field that may have a bearing on this problem are discussed below. 

One possibility would be to impose a tax on noninsured plans cor- 
responding to the insurance-company tax, for example, a tax of 6% 
percent of net investment income. A difficulty raised in imposing 
such a tax on employee trusts is that it would require recalculation 
of the amounts necessary to provide employee benefits where they are 
determined by contract. The employer would have set up such a 
plan on the assumption that certain contributions on his part would 
be adequate to meet the pension that he agreed to pay. Imposing 
a tax corresponding to the insurance-company tax would require that 
he increase his contributions. The same thing might happen if the 
rate of interest declined. It is argued by some, however, that since 
Congress permitted employers to set up pension plans based on calcu- 
lations of tax-free interest it should not subsequently make a portion 
of the interest taxable. 

Congress has given some consideration to the question of what are 
proper investments of employer trusts. To the extent that such 
trusts were limited to investments more closely approximating the 
type permitted life insurance companies, one advantage of the em- 
ployer trusts would be eliminated. 


D. TERM-INSURANCE BUSINESS 


In the ordinary types of term life insurance there is only a small sav- 
ings element and thus very little net investment income. As a result 
of this small savings element the question is raised as to whether under 
any type of investment income approach it is possible for term insur- 
ance to bear its fair share of the tax burden imposed on life insur- 
ance. It is pointed out, for example, that due primarily to this 
feature one company writing large amounts of credit insurance 
(term) paid Federal income taxes in 1953 amounting to only 0.06 
percent of its net premiums, while another company, writing very 
little term insurance, paid a Federal income tax equal to 3.93 percent 
of its premiums. Making the comparison in another way, the 
company with larger amount of term insurance paid a tax of approxi- 
mately 1 percent of its net gain from operations while the other 
company writing a little term insurance paid a Federal tax of approxi- 
mately 14 percent of its net gain from operations. 
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It is argued that since companies with a large amount of term 
isurance may earn substantial amounts of underwriting income 
rom such insurance, the stockholders (or the company as differentiated 
from individual policyholders in the case of a mutual company) may 
lerive considerable income from this source. It has been suggested, 
therefore, that if investment income is the primary tax base, a supple- 
mentary tax of some sort on income from term insurance should be 
mposed, at least on stock companies. It is also argued that to the 
extent that mutual companies retain underwriting Income on term 
business, their competitive advantage from untaxed income also 
requires a supplementary tax. 

It has been pointed out, however, that there are important problems 
n respect of any such supplementary tax. One is the difficulty of 
definition. There are many varieties of term insurance involving 
small or large resemblance to ordinary whole life insurance, and 
nvolving small or relatively substantial reserves. Which, and to 
vhat degree, should be the subject of a special tax? To segregate 
the underwriting income relating to term insurance, it has been sug- 
gested, would involve great accounting difficulties. If it were segre- 
cated, to impose a tax at the usual corporation rates on that income 
without also taxing the underwriting income with respect to other 
types of insurance would, it is contended, create new disproportions 
between companies. ‘To devise a tax not based on income from term 
insurance, such as a tax at a low rate on term-insurance premiums, 
which would be realistic and which would in fact equalize tax burdens 
would, it is contended, also be difficult. 


E. DEFINITION OF A LIFE INSURANCE COMPANY 


If differential tax treatment is given to stock life insurance com- 
panies, compared to other corporations, the definition of a life 
insurance company must carry considerable weight. It has been 
contended that there are abuses under present law where companies 
which are only partially, or not fundamentally, life insurance com- 
panies are taxed as if they were life insurance companies. One type 
of abuse pointed out is that in which a life insurance company his 
assets greatly in excess of what would be needed to meet its insurance 
obligations, thus being in part a true life insurance company and in 
part an investment company. ‘The other abuse pointed out results 
from the situation where the life insurance company is owned by one 
or more noninsurance companies and writes insurance related to the 
business of the owners. These are explored below. 


1. The investment company problem 


It is pointed out that the stockholders, individual or corporate, of a 
life insurance company can, by paying in as surplus or by retaining 
earnings, accumulate in that company invested assets which are far 
greater than would be needed to meet the life insurance obligations 
under any likely contingency. To the extent that the holdings of a 
life insurance company consist of these extra assets, the company 
serves its owners as an ordinary investment company with investment 
income taxed at 6% percent instead of the regular 52 percent. It is 
pointed out that if the number of stockholders were sufficiently 
limited such a company would be, in effect, with respect to the nonlife 
insurance income a personal holding company. It would not be 
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subject to the personal holding company surtaxes, however, because 
a life insurance company is specifically excluded from the personal 
holding company classification under section 542 (c) of the Internal 
Revenue Code of 1954. 

In some of these cases it is not certain that the company would 
meet the definitional requirements of a life insurance company. 
Under present law (sec. 801) an insurance company is treated as a 
life insurance company if over 50 percent of its total insurance 
reserves are reserves on life insurance, annuities, or noncancelable 
accident and health insurance. These companies would meet the 
test if they were “‘insurance’’ companies. There is no definition of 
an insurance company in the law but this is dealth with under regula- 
tions (regulation 39.3797-7). In connection with stock companies 
the regulation indicates that while the fact of subjection to State 
insurance laws is to be considered, the character of the business done 
in the taxable year is controlling.’' The only illustration in the 
regulations implies that if two- thirds of the income arises from non- 
insurance sources, the company would not be deemed an insurance 
company. However, it is not clear whether a large amount of invest- 
ment income apparently not needed for the insurance operations would 
be deemed income from noninsurance sources. 

The tax at 6% percent instead of 52 percent on what appears to be 
essentially investment company income is possible, of course, only 
because under present law the tax is on the “gross” amount (invest- 
ment income after the deduction only of investment expenses) without 
reference to the actual life-insurance needs of individual companies. 
The same difficulty would occur if each company’s deduction for 
policy obligations were on the industry-ratio basis, as under the 1942 
and the 1949-50 plans. This problem would disappear under the 
free investment income simmons if either the company-by-company 
or the average-rate method of determining the deduction for policy 
obligations were used, since the deduction then would be a percentage 
of the reserves, not a percentage of the net investment income. This 
problem also would disappear under the total income approach. 

One suggestion to deal with this problem is to limit the amount of 
income to be treated as life-insurance income. If taxable income 
were to be free investment income, computed as in 1949-50 (by de- 
ducting from the net investment income of each company a percent- 
age of that income in accordance with an industrywide ratio) the 
deduction could be limited to, say, twice the amount obtained by apply- 
ing the company’s actual reserve rates to its own reserves. ‘Thus the 
investment income not so needed would be taxed at full rates. If the 
present tax (at 6% percent on gross investment income) were to be 
continued this result could be achieved by requiring the company to 
pay the higher of a tax at 6% percent on its investment income, or at 
the rate of 52 percent on so much of its investment income as is in 
excess of twice the amount obtained by applying the company’s actual 
reserve rates to its own reserves.""* This device is somewhat analogous 
to the present relief provision for companies with low-investment 

1! Since the purpose of the State laws is to bring all insurance business under insurance regulation, these 
laws tend to take a broad interpretation of what constitutes an insurance company. The Federal tax laws, 
however, serve a different purpose. Here the intent is to classify companies in accordance with their 
predominant acti "i‘ies. 

lls The same result could be achieved without the use of alternative taxes by applying the 644-percent rate 


to a maximum amount of income, say, 16 sevenths of the reserve interest requirements, and a 52-percent 
rate to the excess. 
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income relative to reserves,” except that this deals with the opposite 
extreme. 

To illustrate this approach, one company reported in Best’s Life 
Insurance Reports, 1954, had interest earnings of 10 times its required 
additions to reserves. Under the present stopgap tax it, in effect, 
received a deduction for 87% percent of its investment income. The 
proposal with the 200-percent limitation given as an example would 
limit the company’s deduction to 20 percent of its investment income. 

It has been contended that such adjustments would give adequate 
recognition to that portion of a company’s investment income which is 
necessary for its life insurance business. This is supported by the 
data given below, which were taken from Best’s Life Insurance Re- 
ports, 1954, and cover 20 of the 21 largest stock life imsurance 
companies.” 


Number of 

Ratio of interest earned to interest required on reserves: companies 
PIPE EGE DINNING fi. ian in atin win Reine aed Kee a dite wen 3 

Ie mT Tan IN a san ao dh cs tn ak ars eis eed ws are ern ec 4 
RE SE Ew DON en a sawn wane een enw eln wr aem 5 

FO TOES C0 SOE NOOB as odor ncaa bcc wudbgnscunnadatd dcuowe 4 

EG ne SHU RUNG a ie ak occ news dumke pan dedanemindaucul 3 

Sr IE Se BOP POCO a sis 3 on rea peg ccldcsdrcnen aden 1 


It is contended from these data that the figure of 200 percent would 
not be likely to apply to a regular life insurance company. However, 
it is pointed out that there could be a problem for a new company 
which starts with a contributed capital and surplus which will neces- 
sarily, at the beginning, be large relative to reserves. 

The essence of the above proposal was to tax at regular rates some 
portion of the investment income. Another approach would be to 
restrict the definition of a life insurance company so as to deny any 
life-insurance treatment to a company which has an excessive amount 
of investment income. One test, proposed informally by the industry, 
would be to deprive the company of the life-insurance treatment if 
investment income exceeded one half of the premium income. Nor- 
mally, premium income is much larger than investment income. 
The spread for the same 20 companies used in the previous table is 
shown below. 


Number of 

Ratio of premiums to investment income: companies 
I Be as hs can ca bre, Seo dd dnd esha we ane Se ae «ails ek oie 4 
PT WE e ax daansWbcend She dmeme niet chen Shan ddenwkebabdbawalee 7 
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The lowest ratio was 2.3 to 1. In constructing these ratios, receipts 
on supplementary contracts were not added to premium income and 
capital gains were not added to investment income. By way of con- 
trast this test would not affect the company mentioned earlier which 
had investment income 10 times its interest requirements because it 
had a ratio of premiums to investment income of 2.3 to 1. 

12 Described more fully in sec. E of pt, III. 
13 One of the 21 largest companies showed a ratio of 238 percent but this company had a very large portion 


of accident and health business. These reserves have no required interest and so the figure is distorted. 
Interest on these reserves is taxed substantially in full without a deduction for required interest. 
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Presumably, use of the premium investment income approach would 
require additional analysis with regard to details. It is argued that 
the amount spent on reinsurance should be subtracted from premiums 
since to this extent the company does not do an insurance business 
Questions also arise as to whether capital gains should be included 
in the test. It is pointed out that capital gains are not regarded as 
income on the insurance company side of the critical ratio but they 
are income to an investment company. 

It is argued that the ratio of premiums to investment income is 
more subject to manipulation than the ratio of earned interest to 
required interest. An investment company could give itself a good 
premium to investment income ratio by selling some term insurance 
(involving small reserves). 


2. The problem of a subsidiary company 

The problem of the subsidiary insurance company arises because 
under present law the underwriting income of a stock life insurance 
company is not taxed. It would persist under any of the approaches 
to taxation of life insurance companies which do not tax underwriting 
income. A credit company will illustrate the problem. Death of the 
borrower is one of the risks that the company faces; and it could be 
covered by taking out term insurance on the borrower’s life for the 
amount payable to the lender. If this insurance is placed with a 
subsidiary of the lender it is pointed out that it would prove advan- 
tageous taxwise for the taxable credit company to pay excessively 
large net premiums, which would not be taxed to the insurance 
subsidiary. 

A solution to this problem under the investment income approach 
which has been informally proposed by the industry would be to allow 
the Commissioner, in abuse situations, to require that some portion of 
the earnings of the subsidiary be reported as earnings of the parent 
The delegation of authority to the Commissioner is sinnilar to that 
under section 269 (sec. 129 in the 1939 code) where the Co nissioner 
can deny certain deductions, etc., connected with business acquisitions 
made to avoid tax; and it is also si rilar to his authority under section 
482 (sec. 45 in the 1939 code) where the Commissioner can reallocate 
income, deductions, etc., between taxpayers controlled by the same 
interests where that is necessary to prevent tax evasion and fairly 
to reflect income. It has been suggested that this could be done at 
the present time by regulation under those sections. 

[t is pointed out that the difficulty is that the prescription of some 
sort of standards is necessary. It is suggested that one test would be 
the fact of a premium charge higher than the going rate for the type 
of insurance purchased. 


F. THE DETERMINATION OF NET INVESTMENT INCOME OF A 
LIFE INSURANCE COMPANY 


Other investment income 

Under any approach using investment income as the tax base for e 
life insurance company, questions have been raised as to the present 
definition of i inv estment income. Presently, life insurance companies 
are taxed on “interest, dividends, and rents.’ It is pointed out that 
these are not the only types of investment income. 
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(a) Royalty income.—Many persons, for example, instead of in- 
vesting in bonds or stocks acquire and hold interests in oil or other 
minerals from which they derive income in the form of royalties. Life 
nsurance companies can, and in certain instances do, derive income 
from such sources. It is argued that royalty income is derived from 
the same source (the utilization of reserve and surplus funds) and may 
be used for the same purposes (meeting policy obligations) as interest, 
dividends, and rents, and should therefore be included in taxable in- 
come if the intention is to tax investment income. Not to do so, it is 
contended, involves tax inequalities between companies which do, and 
those which do not, receive part of their investment income as 
roy alties, 

Under present law, while rents are included in gross income deduc- 
tions are allowed for taxes, expenses, and depreciation with respect to 
rented properties, so that the tax is imposed on net rental income. It 
is pointed out that if royalties were to be included in gross income it 
would be appropriate to allow the deduction of any expenses, and, 
particularly, depletion, with respect to the royalties 

(b) Income from operation of business acquired by foreclosure —A 
life insurance company making mortgage loans may, in some cases, 
be forced to foreclose, making itself the owner of an operating business. 
The company would try to liquidate such an investment, but depend- 
ing on market conditions may retain the business more or less tempo- 
rarily. It is argued that the income from such a business should be 
taxed as investment income, since it takes the place of the interest 
income which would have been received from the mortgage. And, 
it is contended, just as taxes and expenses related to rental property 
are deductible whether or not they exceed the rent received, so the 
operating expenses of such a business should be deductible whether 
or not they exceed the income. 

(ce) Clarification of existing law.—It has been held by the Internal 
Revenue Service that the word “rent” in the present law includes 
royalties. This position was not upheld in one district court.“ This 
decision is currently on appeal. The Internal Revenue Service has 
also contended that the income from the operation of a business 
taken over as the result of a foreclosure should also be viewed as 
taxable investment income. It has also been held by the courts that 
the operating expensés of such a business in excess of the income are 
not deductible.” In view of this litigation, it has been suggested 
that the present statutory language should be clarified either to 
include specifically these other types of investment income or specifi- 
cally to exclude them. 


2. Capital gains and losses 


The definition of gross income of a life insurance company in present 
law (sec. 803 (a) (2)), by omission, excludes capital gains and losses 
In defense of this it a been argued that capital gains mean something 
different in the case of a life insurance company than they do in the 
case of an ordinary taxpayer. It is pointed out that the investments 
of life msurance companies are primarily in high-grade, almost riskless 
securities. In these cases changes in prices depe snd primarily upon 
the rate of interest, a falling interest rate causing a rise in price of the 

'* Great National Life Insurance Co. v. Comm., U. 8. District Court, Northern District of Texas, Doe. 


No, 5211, Oct. 30, 1953. 
18 Manufacturers Life Insurance Co., 43 B. T. A. 867. 
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security and vice versa. It is argued, therefore, that capital gains 
arise for an insurance company at a time when interest rates are falling 
and the gain is more a sign of trouble for the company than a source 
of benefit. Similarly, it is held that a capital loss, associated with a 
rise in interest rates, is really a sign of advantage to the company 
rather than difficulty. It is also argued in defense of the present law 
treatment of capital gains and losses of life insurance companies that 
the companies have less need for selling assets than the ordinary 
investor, their obligations being predominantly long term, and also 
that over a period of time gains and losses on such high-grade securities 
are apt to offset each other. 

It is argued against the omission of capital gains from the tax base of 
life insurance companies that certain types of securities, even of a high- 
grade character, can be found which have systematic tendencies to 
produce capital gains or losses which are not offset by other factors. 
In the area of common stock and real-estate investment, which life 
insurance companies undertake to a relatively small extent, it is 
pointed out that there is a long-run excess of gains over losses not 
offset by interest rate changes. In the case of high-grade securities 
there could be losses on defaults which would not be offset in the long 
run by corresponding gains on such securities. 

Under the total income approach some argue that capital gains and 
losses should be included in the ordinary income accounts of a life 
insurance company if there is a loss carryback provision. In recent 
years the most serious losses of life insurance companies were in con- 
nection with defaults on high-grade securities in the early 1930’s. 
The logic of the long loss carryback proposal would suggest that prior 
tax payments should be available to offset losses of this type as well 
as underwriting losses. It might be proper with this approach to 
report both capital gains as ordinary income and capital losses as 
ordinary losses. It is suggested, however, that since banks are per- 
mitted to take ordinary loss deductions for their capital losses and 
report their capital gains at the capital-gains tax rate this same 
treatment should be applied to life insurance companies under a total 
income approach. 

Under either an inyestment income approach or a total income 
approach the treatment of the mandatory security valuation reserve 
would have to be examined in the light of the treatment adopted for 
capital gains and losses. This reserve is a surplus reserve required 
under State laws to cover potential capital losses, but additions to it 
are not deductible under present law. Companies are required to 
build up their security valuation reserve gradually out of their regular 
income. A large portion of capital gains must be added to this reserve 
and capital losses are charged against it. 

It has been argued that certain accounting problems would be 
raised by including capital gains and losses in the income accounts 
since State regulations generally require life insurance companies to 
report gains and losses on an accrual basis based on changing market 
values, 



















































PART VI. THREE PLANS SUBMITTED BY INSURANCE COM- 
PANY REPRESENTATIVES IN 1954 


A. PLAN PRESENTED IN JULY 1954 BY THE LIFE INSURANCE ASSOCIATIONS 


In the summer of 1954 representatives of the joint tax committee 
of the American Life Convention, the Life Insurance Association of 
America, and the Life Insurers Conference presented a new approach 
to the taxation of life insurance companies. Their plan provides 
that the ordinary corporation tax rates (presently 30 percent on 
$25,000 and 52 percent on the balance) should be applied to the largest 
of taxable incomes computed in 3 ways: 

(1) Taxable income would be measured by taking 25 percent of 
dividends to policyholders after excluding dividends on group life 
insurance, group annuities, and other-than-life business, adding to that 
amount 3% percent of the mean of reserves for other-than-life business, 
and making a proportionate deduction on account of exempt interest 
and the dividends received credit. 

(2) Taxable income would be measured by the dividends (other 
than stock dividends) paid to stockholders, with a proportionate 
reduction on account of exempt interest and the dividends received 
credit (that percentage of the total exempt interest and dividends re- 
ceived credit which is equivalent to the ratio of investment income on 
capital and surplus to total investment income). 

(3) Taxable income would be measured by determining net invest- 
ment income (gross income less investment expenses) and excluding 
such part as is allocable to annuities, interest settlement options, 
pension trusts, dividend deposits, coupon accumulations, premium 
deposit of funds, and other-than-life business. Taxable income would 
be computed by taking 15 percent of this adjusted net investment 
income, making a proportionate deduction for exempt interest and 
the dividends received credit, and adding 3% percent of the mean 
of reserves for other-than-life business. Reductions, as under the 
1951 plan, would be made in the case of companies whose net invest- 
ment incomes were less than 105 percent of their policy needs deter- 
mined by applying their own interest rates to their own reserves. 

The plan provides for a reduction of the tax so computed in the 
case of asmall company. If the tax so computed is less than $100,000 
the actual tax would be that portion of the tax so computed as that 
tax is to $100,000. A computed tax of $60,000 would thus be reduced 
to an actual tax of 60 percent of $60,000 or $36,000; and a computed 
tax of $30,000 would become an actual tax of $9,000.' 

Formulas (1) and (2) for computing taxable income are an applica- 
tion of the distributed income concept discussed in part IV-D. The 
basic amount under (1) was made 25 percent of dividends to policy- 
holders because statistical analysis showed that for all mutual com- 

! Representatives of the associations said a 50-percent minimum would be acceptable. In that case the 
actual tax in the second example would be $15,000 instead of $9,000. 
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panies 25 percent of policy dividends constituted a distribution of 
investment income. (For individual companies, it is understood that 
the percentage varied from 12 to 33 percent.) 

Formula (3) is, conceptually, similar to the 1951 plan, but there are 
two important differences. First, under the 1951 plan taxable income 
rs, in effect, one-eighth of all the net investment income, seven-eighths 
being excluded; under this plan 100 percent, not 87% percent, of th« 
investment income related to contracts which involve taxable incom: 
to the policyholder, immediately or ultimately, is excluded. This 
exclusion of income related to certain contracts is connected with th¢ 
matter of annuity reserves discussed in sections (B) and (C) of part 
V. Second, the 1951 plan is the equivalent of a tax at the usual 
corporation rates on 12% percent of the net investment income, 87} 
percent being deducted as reflecting amounts needed for the reserves 
etc.; under this plan 85 percent of the includible net investment 
income is deemed needed for policy obligations. This 15 percent 
might be viewed as a reasonable average over time; for 1953 the 
“Secretary’s ratio” would have been 81.67 percent, but for 1951 it 
would have been about 87% percent, and for 1949 it was 93.55 percent 

In the case of stock companies having a substantial number of 
participating policies the income under formulas (1) and (2) would 
not be combined to determine the tax base, although dividends paid 
to such policyholders are usually similar to those paid by mutual 
companies and would presumably include substantial amounts of 
distributed investment income. 


B. PLAN PRESENTED BY THE ACACIA MUTUAL LIFE INSURANCE CO. 


The Acacia Mutual Life Insurance Co., which has made a series of 
studies of the problem of the proper taxation of life insurance com- 
panies, has concluded that ‘‘probably one of the principal reasons for 
the difficulties the Congress has had in developing satisfactory tax 
legislation for life insurance companies has been the use of the same 
tax base for both mutual and stock life insurance companies.’”’ This 
company maintains that “there are such fundamental differences be- 
tween stock and mutual companies that it would be sound and proper 
to employ different bases for taxing the two types of companies, using 
the free investment income as the tax base for the mutual life insurance 
companies and the total net income as the tax base for the stock life 
insurance companies.”’ ” 

This company has consistently contended that free investment in- 
come should in all cases be determined by requiring each company to 
deduct from net investment income the aggregate of amounts deter- 
mined by applying to the mean of each class of reserves the interest 
rate actually used by the company in computing those reserves.* 

Although contending that the company-by-company approach is the 
only correct method, this company has also suggested a compromise 
plan ‘* which is, in effect, a combination of the industry-ratio plan and 
the company-by-company plan. Under this plan the Secretary of the 
Treasury would determine the ratio of amounts needed by all com- 

? Taxation of Life Insurance Companies, hearings before the Committee on Finance,"U. 8. Senate, on 
H. J. Res. 371, March 1950, p. 79. 
* Taxation of Life Insurance Companies, hearings before the Committee on Finance, U. 8. Senate, on 


H. J. Res. 371, March 1950, p. 76. Revenue Act of 1951, hearings before the U.S. Senate, 1951, pp. 1114, 1115. 
* Revenue Act of 1951, hearings before Committee on Finance, p. 1123. 
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panies to meet their policy obligations to the net investment income 
of all companies. Each company would compute a deduction by ap- 
plying this percentage to its net investment income. It would also 
compute a deduction by applying its actual interest rate on each 
lass of reserves to the mean of those reserves. The actual deduction 
would be 50 percent of the first amount and 50 percent of the second 
amount. 


Cc. PLAN SUBMITTED BY THE MUTUAL LIFE INSURANCE CO. OF NEW YORK 


The Mutual Life Insurance Co. of New York urged a new principle 
for the taxation of life insurance companies; namely, a tax to be paid 
by the companies but which should be regarded as an approximation 
of the tax that would be paid by the individual policyholders if the 
investment income earned by the company were credited to policy- 
holders in the manner of savings bank interest. 

This company argues that the only proper taxable income is the in- 
vestment income earned for the benefit of policyholders. In principle 
the mutual companies could be taxed on excessive surplus accumula- 
tions in the manner of mutual savings banks, but for the most part 
State law limits mutual companies to a smaller surplus accumulation 
than the Federal income-tax law allows to mutual savings banks. A 
tax equivalent to the aggregate tax which would be due from the 
policyholders might be imposed, then, on the investment income of the 
companies. It is urged that the part of investment income attribut- 
able to assets held for such things as annuities, settlement funds left 
on deposit, etc., should not be included in the tax base since such 
interest is now taxable to the individuals when received. No distinc- 
tion should be drawn, under this view, between reserve interest and 
free interest. 

To determine the appropriate tax rate under this principle it is 
necessary to determine the amount of net investment income which 
is earned by the policyholders as a group. This company argues as a 
matter of principle that all the expenses of a life insurance company, 
underwriting as well as investment expenses, should be regarded as 
deductions in computing the net investment income. (The deduc- 
tions allowed against gross investment income under present law are 
limited so as to include only the expenses of handling the investments 
and direct investment expenses, such as taxes on rental property.) 
The analogy is again drawn to a savings bank, where the costs of 
services rendered to depositors are deductions to the bank and not 
taxable to the depositors. Two modifications are suggested to the 
general principle. First, both investment income and expenses 
would be excluded on those types of business, such as industrial 
insurance and group term insurance, where expenses exceed invest- 
ment income. Second, an adjustment would be made for the extra 
expenses connected with the growth of business. To the investment 
income so calculated would be applied an average individual rate, 
suggested to be 16 percent. 

A remaining feature of the principle is the treatment of State 
premium taxes. This company argues that State taxes on insurance 

‘ This is considered necessary because expenses are greatest for a policy in the first year. To permit the 


deduction of all such expenses in the case of a growing company would overstate the expenses attributable 
to the old policyholders. 
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premiums constitute a burden to life insurance as a form of saving 
which is not applied to other forms of saving. It is held that to 
restore competitive equality between various forms of sav ing it would 
be appropriate to treat the State premium taxes as a credit against 
any Federal tax due on the investment income rather than as a 
deduction in arriving at the income. 

The specific calculations tentatively submitted suggest that a credit 
for State premium taxes would offset any Federal tax which would 
otherwise be due on this investment income, and they believe that 
under any appropriate adjustments to their calculations the resulting 
tax would, at most, not be greater than that under the present formula 
They argue that a tax of the present type is not an unreasonable rough 
application of their principle, since it uses a base of gross investment 
income without any concept of free investment income. 

The plan is developed in terms of mutual companies. The com- 
pany considers it reasonable to apply the resulting tax to stock 
companies in the interests of preserving competitive relationships. 
































PART VII. SUMMARY OF METHODS OF TAXING 
LIFE INSURANCE COMPANIES 


The following discussion states the ways in which the various con- 
epts dealt with in parts IV and V have been, or might be, applied in 
i.ctual tax programs. In each case the application of the concept is 
briefly stated and reference is made to plans proposed or previously 
used which touch on the problem. Any specific plan or proposal may 
e mentioned under several headings if it touches two or more issues. 


A. FREE INVESTMENT INCOME APPROACH 


Several variations in the basic approach that would consider the 
only taxable income of a life insurance company its free investment 
income have been embodied in concrete plans. 

1. The company-by-company basis 

This method would tax each life insurance company on the basis of 
its net investment income less the amount needed to meet its policy 
obligations, the requirements on its reserves being determined with 
reference to its own reserve interest rates. This plan has been pro- 
posed by the Acacia Mutual Life Insurance Co. 

». Average-rate basis 

Another application of the free investment income approach would 
require each company to deduct from its own net investment income 
an allowance for reserve interest computed by applying to its own 
reserves a rate which is applicable to the whole industry. 

This approach was used in the taxation of life insurance companies 
from 1921 to 1942. The rate applied to reserves was a uniform 4 per- 
cent until 1932 and (generally) 3% percent from 1932 to 1942. Under 
the plan adopted in 1932, however, there was an element of the 
company-by-company approach since if an interest rate used by a 
company was 4 percent or more, it could deduct 4 percent of those 
reserves rather than the 3% percent. 

Under another application of this approach a uniform rate could be 
selected each year by taking the average industry rate for the prior 
year, 


> 


3. The industry-ratio basis 

Under this variation of the free investment income tax each com- 
pany would determine its free investment income by deducting from 
its net investment income a portion of that income which corresponds 
to a portion deemed to apply to the industry as a whole. 

The plan adopted by the Congress in 1942 required the Secretary of 
the Treasury to determine this industrywide ratio each year from the 
aggregate data (for the previous year) from all companies. This ratio 
represented roughly the reserve interest requirements of the industry 
as a whole divided by the aggregate net investment income of the 
industry. The reserve interest requirements were determined partly 
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on the basis of the actual average rate of interest on reserves for all 
companies in the preceding year (weighted 35 percent) and a specific 
reserve interest requirement calculated on the basis of a statutory 
rate of 3% percent (weighted 65 percent). 

The stopgap plan adopted for 1949 and 1950 used the industry-ratio 
basis, but the ratio was determined with respect to the industry’s 
experience (for the previous year) alone without reference to the fixed 
rate of 3% percent of reserves. 

One alternative tax in the plan presented by the life insurance 
associations in 1954 is a tree investment income tax applied on an 
industry-ratio basis. It was proposed that the ordinary corporate 
rates be applied to 15 percent of net investment income. This implies 

a deduction of 85 percent for policy obligations, which, although 
sa the current industrywide average, is held to be an average ratio “of 
required interest to earned interest which would prevail over a long 
period of time. 


4. Combination plans 

In 1942 the Treasury Department suggested a free investment 
income plan which determined the deduction 65 percent on an aver 
age-rate basis and 35 percent on a company-by-company basis. The 
Acacia Mutual Life Insurance Co. proposed in 1950 a free investment 
income plan which determined the deduction 50 percent on a company- 
by-company basis and 50 percent on the industry-ratio basis. 


B. GROSS INVESTMENT INCOME APPROACH 


This roti a al 
uis approach to the taxation of life insurance companies would 
apply a rate less than the full corporate rate to the investment income 
less investment expenses without allowing any specific deduction for 
reserve and other policy interest requirements. 

The stopgap plan, which has been applied since 1951, used this 
approach. A tax was imposed at the rate of 3% pean of the first 
$200,000 of net investment income and a rate of 6% percent was 
applied to the balance. A modification provided may be viewed as 
a limited application of the company-by-company free investmen| 
income concept. This provided some tax relief for those companies 
which show little or no free investment income on the basis of their 
own interest rates applied to their own reserves. 

As it applied to 1951 (but not subsequent years) this basic plan was 
equivalent to a tax at ordinary corporate rates on free investment 
income, assuming the deduction for each company were determined 
on the industry-ratio basis. 


Cc, TOTAL INCOME APPROACH 


Another basic approach to the taxation of life insurance companies 
is that of taxing them upon their total income from all sources in the 
same manner as other corporations. Taxable income, in general, 
would consist of premiums and investment income less (1) expenses 
and other deductions as provided in the Internal Revenue Code for 
corporations generally; (2) total amounts paid to policyholders by 
reason of death, maturity, or otherwise, including policy dividends; 
and (3) net increases in policy reserves excluding increases in con- 
tingent surplus reserves. 
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An approach similar in principle governed the taxation of life 
insurance companies through 1913 to 1920. The major difference in 
concept is that under the 1913 approach only dividends used to reduce 
current premiums were considered as a return of the purchase price 
and all others were regarded as a distribution of investment income, 
properly taxable to the company despite its mutual character. 

Possible refinements to the total income approach include a long 
loss carryback, variations in the amount of policyholder dividends 
deductible, and variations in treatment of the amounts used to 
strengthen reserves. 

A combination plan advanced by the Acacia Mutual Life Insurance 
Co. would tax stock life insurance companies on the basis of total 
net income and would tax mutual companies on the basis of free 
investment income. 


D. DISTRIBUTED INCOME AS THE TAX BASE 


The use of distributed income has been proposed not as the only 
basis but as an alternative basis for the taxation of life insurance 
companies along with some other formula that would insure a mini- 
mum tax. 

The plan presented by the life insurance associations in 1954 uses 
the distributed income concept in this manner. The first alternative 
tax base would be 25 percent of dividends to policyholders (with 
certain adjustments). The second alternative tax base would be the 
aggregate dividends (other than stock dividends) paid to stockholders, 
with certain adjustments. The third alternative tax base, described 
above, would be free investment income determined on the industry- 
ratio basis. 


E. THE POLICYHOLDER AS A BASIS FOR TAXING MUTUAL LIFE INSURANCE 
COMPANIES 


The Mutual Life Insurance Co. of New York submitted a detailed 
analysis of the concept of collecting tax from a life insurance company 
solely as a means of taxing the net investment income as though it had 
been earned by the policyholders. It indicated that the concept 
could not be carried to its logical extreme but concluded that (1) a tax 
on the gross income of a life insurance company is a reasonable ap- 
proximation of the ideal result, and (2) the present revenue collected 
from life insurance companies is not less than, and is probably more 
than, the amount that would be collected by a theoretically correct 
tax. 


F. ACCIDENT AND HEALTH BUSINESS OF A LIFE INSURANCE COMPANY 


The taxation of life insurance companies in a manner different from 
the taxation of casualty insurance companies raises a question about 
the taxation of the portion of the income of a life insurance company 
which is attributable to accident and health business. 

Under the free investment income approach determined on the 
average-rate basis, as applied from 1921 to 1942, all of the investment 
income attributable to accident and health business was treated as 
taxable income. Under the 1942 plan, which allowed as a deduction 
a ratio of investment income, a special problem was presented by 
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accident and health reserves, since investment income arose from this 
business, but no interest is required to be added to the reserves. Con- 
sequently, the 1942 plan added to the investment income on life- 
insurance business 3% percent of the accident and health reserves 
which was assumed to be the current rate of earnings on those reserves 

The stopgap plan adopted in 1951, and presently in effect, reaches 
the same result but instead of taxing 3% percent of the accident and 
health reserves at 52 percent, it multiplies 3% percent of the accident 
and health reserves by 8 and applies the rate of 6% percent (one-eighth 
of 52 percent), or 3% percent in the case of income under $200,000. 

The plan submitted by the life insurance associations in 1954 would 
continue this level of tax on accident and health business. 

Various possible methods of equalizing the taxation of the income 
from the accident and health business of life insurance companies 
and casualty insurance companies are discussed in part V—A. 


G. INDIVIDUAL ANNUITY BUSINESS 


Attention has been called to the possibility of double taxation if 
life insurance companies are taxed on free investment income attribut- 
able to annuities, since ultimately this income may be taxable to the 
annuitant. 

The plan proposed by the life insurance associations in 1954 would 
deal with this problem in 2 of the 3 alternative tax bases. In th: 
case of the tax based on dividends to policyholders, dividends arising 
on annuities would be excluded. In the alternative tax base of free 
investment income determined on an industry-ratio basis 100 percent 
of investment income allocable to annuities, interest settlement 
options, dividend deposits, and the like, instead of 85 percent, would 
be excluded. 

The Mutual Life Insurance Co. of New York has suggested that the 
principle of determining the tax on life insurance companies with 
reference to the theoretical liability of the policyholders implies that 
interest earned by the companies on annuity funds should be excluded 
from the tax base completely. 


H. GROUP ANNUITY BUSINESS 


Even if the individual annuity business is not exempt from tax, it 
has been argued that it would be appropriate to do so at least on the 
group annuity business since these policies must be sold to employers 
who have the alternative of utilizing a tax-free pension trust. 

Under the plan submitted by the life insurance associations in 1954 
and under the plan su ns in the analysis submitted by the Mutual 
Life Insurance Co. New York, group annuity business would be 
treated in the meena + deserted above for individual annuity business. 


I. TERM-INSURANCE BUSINESS 


It has been pointed out that the concept of taxing life insurance 
companies only on investment income implies that they incur little 
tax with respect to term-insurance business. 

No specific proposals have been made to deal with this matter. In 
theory, the plan submitted by the life insurance associations in 1954 
would deal with the problem in part where a company dealt primarily 
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in term insurance. In this case it would have a low investment in- 
ome but it might be subject to the alternative tax on stockholder 
dividends. 

The problem is eliminated under a total income approach. Simi- 
larly, if a definition of term insurance could be found, the problem 
could be eliminated by applying the total income approach to term 
business only. 


J. DEFINITION OF A LIFE INSURANCE COMPANY 


One problem raised has been the possibility of using a life insurance 
company &s an investment company in order to obtain a lower tax 
It is noted that this problem disappears under many of the basic 
approaches to taxing life-insurance companies, but it does not disappear 
inder the gross investment income tax or the free investment income 
tax computed on the industry-ratio basis. 

A proposal to meet this problem offered by the life insurance associa- 
tions would exclude from the definition of life insurance companies 
any company that did not have premium receipts equal to two times 
its net investment income. Another suggestion to meet this invest- 
ment company problem would limit the deduction for reserve interest 
to two times the reserve interest requirements determined under the 
company’s Own assumptions and its own reserves. 

Another problem in this area is the problem of a subsidiary insurance 
company which might be used to divert profits from the parent com- 
panies. It has been proposed by the life insurance associations that 
this problem might be dealt with under regulations requiring an 
allocation of expenses between companies with a common ownership 
that would fairly reflect income. 
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Mr. Curtis. Also, I will insert a copy of the press release announ: 
ing these hearings. Is there objection? The Chair hears none. 
(The press release follows :) 


{For immediate release] 


NOVEMBER 22, 1954 
From the office of Congressmas Thomas B. Curtis, Republican, of Missouri, chair 
man, Subcommittee on the Taxation of Life Insurance Companies, Committes 
on Ways and Means. 

Congressman Thomas B. Curtis, Republican, of Missouri, chairman, Subcon 
mittee on the Taxation of Life Insurance Companies, today announced that the 
subcommittee would begin public hearings on Monday, December 13, 1954. The 
purpose of the hearings is to develop a permanent method of Federal taxation 
of life-insurance companies 

To aid the subcommittee in achieving its objective, it is requested that in thei: 
testimony witnesses include their views on the following as the tax bases of 
life-insurance companies : 

(1) Free investment income; 
(2) Gross investment income; 
(3) Total income; 
(4) Distributed income; 
(5) Investment income of the companies viewed as income taxable to the 
policyholders ; and 
(6) Income from different types of activities segregated as bases for tax 
The subcommittee also desires to have the views of witnesses as to the appro 
priateness of special tax treatment for the following: 

(1) Accident and health insurance business ; 

(2) Individual annuity business ; 

(3) Group annuity business ; 

(4) Term-insurance business ; 

(5) Life-insurance companies principally functioning as investment com 
panies ; 

(6) Profits diverted by a noninsurance parent to a life-insurance sub 
sidiary; and 

(7) Treatment of royalty income, capital gains, and similar income in 
determining investment income 

The staff of the subcommittee has prepared a preliminary statement of facts 
and issues with respect to the taxation of life-insurance companies. This report 
will be used as the basis for the hearings. (Copies may be obtained by writing 
to the clerk of the Committee on Ways and Means.) This report explores the 
subjects described above and presents various arguments which have been raised 
with respect to them. There is no intention, however, of limiting the hearings 
to the discussion contained in this report or to the topics listed above. 

Persons desiring to testify may arrange to do so by writing to the clerk of the 
Committee on Ways and Means, room 1102, New House Office Building. Requests 
to be heard will be received through Wednesday, December 8, 1954. Pursuant to 
the policy of the Committee on Ways and Means, witnesses are required to have 
50 copies of their prepared testimony available to the clerk of the committee at 
least 24 hours prior to their scheduled appearance. 

Mr. Curtis. There is one thing I would like to ask the witnesses to 
do, bearing in mind that the hearings when they are written will be 
come a document that the other members of the Committee on Ways 
and Means and the Members of Congress will be referring to. 

! would like to ask the witnesses to give a brief statement of their 
background and qualifications in this field, as well as the background 
and qualifications of those with whom they have worked in preparing 
their statements. In that way their statements will become of more 
value to people who read the hearings. 

The first witnesses today will be Mr. Robert L. Hogg, senior vice 
president and advisory counsel of the Equitable Life Assurance Society 
of the United States, and Mr. Claris Adams, executive vice president 
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ind general counsel of the American Life Convention, both of whom 
ire appearing on behalf of the Joint Committee on Federal Income 
faxation of Life Insurance Companies of the American Life Conven 
tion, Life Insurers Conference, and Life Insurance Association of 
\merica. 

I want to state, too, that the subcommittee is very happy to see Mr. 
Reed, the distinguished chairman of the Ways and Means Committee, 
ind our good and able colleague from Illinois Mr. Mason, who is like 
wise sitting with us. 

I would like to ask Mr. Hogg if he will start his presentation with a 
brief statement of his own and Mr. Adams’ experience in this field, 
which I know is vast and extensive. 


STATEMENTS OF ROBERT L. HOGG, SENIOR VICE PRESIDENT AND 
ADVISORY COUNSEL OF THE EQUITABLE LIFE ASSURANCE SOCI- 
ETY OF THE UNITED STATES; AND CLARIS ADAMS, EXECUTIVE 
VICE PRESIDENT AND GENERAL COUNSEL OF THE AMERICAN 
LIFE CONVENTION; BOTH WITNESSES APPEARING ON BEHALF 
OF THE JOINT COMMITTEE ON FEDERAL INCOME TAXATION OF 
LIFE INSURANCE COMPANIES OF THE AMERICAN LIFE CONVEN- 
TION, LIFE INSURERS CONFERENCE, AND LIFE INSURANCE AS- 
SOCIATION OF AMERICA; ACCOMPANIED BY BRUCE E. SHEPHERD, 
MANAGER OF THE LIFE INSURANCE ASSOCIATION OF AMERICA 


Mr. Hoee. Mr. Chairman, members of the subcommittee and mem 
bers of the full committee, Chairman Reed and Mr. Mason: We appre 
ciate your opening statement and the observations which you have 
made, and responding to the suggestion that we identify ourselves, | 
will be glad to do so. 

Mr. Adams some years ago left the practice of law in Indianapolis 
where he had been State’s attorney for quite a period of time, to become 
manager and general counsel of the American Life Convention in 
Chicago. That was probably more than 25 years ago, and I shall ask 
him to correct some of these dates when he gives his testimony. 

In that capacity Mr. Adams headed a trade organization of legal 
reserve life-insurance companies, the exact number at that particular 
time I am not able to give you, but. today there are 240 companies in the 
organization. His American Life Convention work put him into con- 
tact not only with the general problems in the life-insurance business, 
but particularly the company income-tax problem. 

After a period of very distinguished service as manager and gen 
eral counsel of the convention, he became president of the Ohio State 
Life Insurance Co., a position he held for 18 years, resigning to return 
to the American Life Convention as executive vice president and gen- 
eral counsel on March 1, 1954. He has no doubt participated more 
extensively in the study of the company tax problem than almost any 
of the rest of us. He has been intimately identified with it for a long 
period of time and the appearances which have been made before this 
distinguished committee, and also the Senate Finance Committee, on 
behalf of the business have largely been by him. 

I left the general practice of law in West Virginia in 1934, to join 
the staff of the then Association of Life Insurance Presidents, and 
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now the Life Insurance Association of America as its special counsel 
and later its associate general counsel. I left the association in 1944 
to become executive vice president and general counsel of the Ameri- 
can Life Convention, and in April of this year I became senior vice 
president of the Equitable Assurance Society of the United States. 

I now wish to identify the members of the joint committee of which 
[ am the chairman. They are: 


JOINT FEDERAL INCOME TAXATION OF LIFE INSURANCE COMPANIES OF THER AMERICAN 
LIFE CONVENTION, LirE INSURANCE ASSOCIATION OF AMERICA, AND THE LIFE 
INSURERS CONFERENCE 

Robert L. Hogg, chairman, senior vice president and advisory counsel, the 

Equitable Life Assurance Society of the United States, New York, N. Y. 

W. E. Bixby, president, Kansas City Life Insurance Co., Kansas City, Mo. 

Joseph M. Bryan, first vice president, Jefferson Standard Life Insurance Co., 
Greensboro, N. C. 

Francis W. Cole, chairman of board, the Travelers Insurance Co., Hartford, 
Conn. 

Edwin W. Craig, chairman of board, the National Life & Accident Insurance Co., 
Nashville, Tenn. 

Malvin E. Davis, vice president and chief actuary, Metropolitan Life Insurance 
Co., New York, N. Y. 

Leland J. Kalmbach, president, Massachusetts Mutual Life Insurance Co., 
Springfield, Mass. 

John A. Lloyd, vice president, the Union Central Life Insurance Co., Cincinnati, 


Ohio 
Edward W. Marshall, actuarial consultant, Provident Mutual Life Insurance 


Co., Philadelphia, Pa. 
Leslie R. Martin, vice president, Connecticut Mutual Life Insurance Co., Hart- 


ford, Conn. 
Louis R. Menagh, Jr., vice president and comptroller, the Prudential Insurance 


Company of America, Newark, N. J. 
Frank P. Samford, president, Liberty National Life Insurance Co., Birmingham, 


Ala. 

Charles A. Taylor, president, the Life Insurance Co. of Virginia, Richmond, Va 

As the statement shows, this is a joint committee of the Life Insur- 
ance Association of America, the American Life Convention, and the 
Life Insurance Conference. The American Life Convention has its 
headquarters in Chicago, the association in New York, and the con- 
ference in Richmond. 

We have also been assisted by Bruce E. Shepherd, manager of the 
Life Insurance Association of America, and E, M. Thore, general 
counsel of the association, Alfred N. Guertin, actuary, and other staff 
members of the American Life Convention, and also Martin B. 
Williams, executive director, and staff members of the Life Insurers 
Conference. Both Mr. Shepherd and Mr. Guertin have been for many 
years members of the Actuarial Society of America and actively par- 
ticipated in connection with all phases of this company tax matter. 
Mr. Shepherd particularly has been active since 1942 when the tax 
act of that year was enacted. Both Mr. Shepherd and Mr. Guertin 
have also had wide experience in the supervisory field through their 
connection with the New Jersey State Insurance Department. 

Our committee has also had the benefit of the counsel of other out- 
standing actuaries of the country. If I attempted to identify all of 
them, I am sure that there would be omissions and probably some of 
the omissions would be of just as high caliber as the ones I named. 

Our committee has 13 members, representing large companies and 
small companies, and there is wide diversification geographically and 
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by nature of business. So we feel when we come here today that we 
are coming expressing a viewpoint that to the maximum extent can 
be said to be the industry viewpoint. 

Now, the statement which is on file here, as you observe, is made up 

in such a way as to be keyed to the staff report. 1 shall cover first— 
in the order of the statement—the excess-interest approach, and then 
we will ask Mr. Adams to follow through with the total income ap- 
proach. After conclusion of the total income approach I will revert 
then to the other topics which are identified in the statement. 

Mr. Curtis. That will be fine and, Mr. Hogg, the subcommittee has 
decided that the best procedure will be for questions to be asked as you 
go along, rather than to go through the whole statement. 

There is one other thing that I meant to mention for the convenience 
of everyone. We will try to adhere to a schedule of convening each 
morning at 10 a.m. and adjourning at 12: 30, resuming at 2 p. m. and 
adjourning at 4:30. I hope that we can abide by that schedule. 

Mr. Hoge. I will be very glad to respond to questions as we go 
along, and may I ask your indulgence in each respect that if one of 
your questions I feel is more nez rly tied into another part of the mem- 
orandum, I would like to point that out, but if you would still like to 
pursue it, I would be glad to do it. 

Mr. Curtis. If you wish to refer any questions that we might ask 
to your actuaries or anyone else who is with you, you may do that. 

Mr. Hoac. I am quite sure that I will have to do that very 
frequently. 

I am Robert L. Hogg, senior vice president of the Equitable Life 
Assurance Society of the United States. I am appearing today as 
chairman of the Joint Committee on Federal Income Taxation of Life 
Insurance Companies of the American Life Convention, the Life In- 
surance Association of America, and the Life Insurers Conference. 

The combined members of these three organizations hold approxi- 
mately 99 percent of the legal reserve life insurance outstanding in 
the United States. 

Our committee wishes to reaffirm its desire to cooperate with you in 
the development of a stabilized formula for the taxation of life-in- 
surance companies. Your staff through the preparation of its report 
has rendered a most constructive service, a time-saving service, both, 
[ am sure, for your committee and certainly for us. 

The report is well prepared and it is objective. It has sifted out 
the irrelevant and focuses attention upon the essentials. It sets forth 
many basic principles to which substantially all the life insurance 
“ore subscribe. 

1e statement I now make is largely keyed to that report but before 
taking up the technical matters there should be, I think, some prelim- 
inary observations. 

These are not entirely new, but should be restated as a necessary 
adjunct to the record to be made by these hearings. We wish par- 
ticularly to note the continued growth of our business for the sole 
purpose of emphasizing the fact that the 93 million life insurance 
policyholders, representing as they do more than three-fourths of the 
families of America, exceed to a greater extent than ever before the 
total number of income taxpayers. 
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In impact, therefore, the results of life insurance tax legislation are 
far more universal than those of any other tax law. It must be borne 
in mind, too, in our search for a formula, that a tax on life insurance 
is In essence a levy on savings. Thus care must be taken that the saver 
be not penalized, and individual thrift discouraged. Already, life 
insurance is the most heavily taxed form of personal thrift. 

More recently the life insurance business has run into tremendous 
competition from the life insurance operations of the Government and 
other businesses. These new competitors are tax exempt. Life in 
surance companies on the other hand pay an equivalent of $3.50 o1 
every $100 of premium income. 

To particularize as to this tax exemption, social security and other 
insurance activities have made the Federal Government the largest 
life insurance company in the world. Banks and trust companies 
through tax exempt operations have gone into the pension field in a 
spectacular way, with the result that much of this type of business is 
being lost to life insurance companies. 

in the rapidly developing accident, sickness, and hospital insurance 
field, the Blue Cross and Blue Shield, almost wholly tax exempt, have 
made tremendous strides. 

Now, the life insurance business is well aware of the responsibilities 
faced by your subcommittee. The complicated nature of your work 
is attested by the trial and repeal picture of life insurance company 
taxation extending over the past 30 years. The desire to protect the 
social usefulness of life insurance, the requirements for revenue, and 
the necessity of preserving maximum equity among policyholders of 
various companies, have been the backdrop against which Congress 
has always ccnsidered our tax problems. These considerations are 
today of even greater importance. We hope our statement will be 
helpful in these matters. 

Coming to the report, the first item discussed in your report, which 
I shall direct my remarks to, is the free investment income approach. 
For more than 30 years the life insurance companies have been taxed 
on investment income. This we believe is proper and is a principle 
which the business supports. 

So-called free investment income is defined in the staff report as 
investment income which, after deducting investment expense, is not 
required to be set aside to meet policy obligations. As the report also 
explains, life insurance companies were taxed from 1921 to 1951 under 
various formulas that took investinent income into account. Every 
formula recognizes the general principle that investment income re- 
quired to maintain policy reserves should be protected from taxation. 

At no time, however, during this period was actual free investment 
income of a life-insurance company used as a tax base. Moreover, 
prior to the stop-gap law applicable to the tax years 1949 and 1950, 
free investment income even on an industry basis was never employed 
us the measure of taxable income of the industry. 

In developing a permanent tax formula, it is important to dis- 
tinguish between free investment income as a measure of taxable 
income and the necessity for taking into account interest required 
to meet policy obligations. Failure to recognize this distinction seems 
to run through the discussion in the staff report beginning at the 
top of page 21, where interest set aside to maintain reserves is referred 
to as a deduction from investment income. This implies that the 
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resulting net investment income would constitute taxable income. The 

report then explains the theory of such a deduction on the ground 
that the reserve interest is income to policyholders rather than the 
ompany. Weare not in accord with this rationalization of the free 
nterest approach because it leads to the erroneous conclusion that free 
nterest is the proper measure of taxable income. 

The so-called free-investment income approach contains many de- 
fects. These defects are not enly of a theoretical nature but in prac 
tical application they lead to an inequitable distribution of taxes 
mong companies as well as variations of the amount of taxes that 
ndividual companies would pay from year to year which are sub 
-tantl ally disproportion: ite to variations in the factors of experience. 

It is appropriate to discuss the several methods of application 
which are set forth in the staff report. 

Now, the first one is called the company-by-company approach, or 
. company-by-company basis. Under this application of the free in 
vestment income approach, the staff report shows that the difference 
between the investment income and the interest required on a com 
pany’s policy reserves would constitute the taxable income. Although 
the idea has been advanced from time to time, it has never been 
.ccepted by Congress or favorably received by the business for the 
reason that a particular company could, to a great extent, control 
ts tax liability through change of valuation factors. On this point 
the following is an excerpt from the staff report : 

On the other hand, in opposition to the company-by-company basis it is stated 
that this approach tends to penalize those companies which have adopted a 
conservative policy and those which have increased their reserves, thus reducing 
their average interest rate. 

This point can be amply demonstrated. 

The defect of this system is that companies maintain different 
standards of reserves. Some assume that they will earn 314 percent 
on such funds, others estimate 3 percent, still others choose a 214 
percent level or even lower. The interest basis selected determines 
the size of the reserves. The lower the interest assumption, the larger 
the reserve will be and conversely the higher the interest estimate 
the smaller the reserve becomes. This is true because obviously it 
takes a larger sum compounded at 21% percent annually to accumulate 
i given amount within a specified period as a reserve against a given 
lie ability than if such a reserve fund were compounded at 314 percent 
annually. 

It follows that under this plan companies each with the same assets, 
the same liabilities, and the same interest earnings, but different 
reserve bases, will pay appreciably different taxes. The company 
putting up the highest reserves will receive the lowest deduction and 
therefore pay the highest tax. This is obviously inequitable and 
definitely penalizes conservatism in interest assumptions. 

And I refer now ‘o the illustration at the top of the following 
page. It is assumed that companies A, B, and C each have $100 
million .of assets, that each has the same liabilities and each earns 
the same rate of interest on its assets. However, company A puts 
up its reserves on a 314 percent basis, company B on a 5 percent, and 
company C on a 214 percent. The relative proportion of reserves 
to assets is approximately realistic. There is roughly a difference 
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of about 5 percent in the reserve fund for each variation of one-half 
of 1 percent in the interest assumption. 
(Exhibit A follows:) 


ExHIBIt A.—Company-by-company basis 





Company A | Company B | Company ‘ 
(3% percent (3 percent (246 percent 
reserve reserve reserve 
basis) basis) basis) 












Assets $100, 000, 000 $100, 000, 000 $100, 000, 00 
Reserves 90, 000, 000 95, 000, 000 100, 000, 00 
Interest required 3, 150, 000 2, 850, 000 2, 500, 00 
Investment income at 3.25 percent 3, 250, 000 3, 250, 000 3, 250, 00K 
Reserve deduction 3, 150, 000 2, 850, 000 2, 500, 00K 

Taxable income 100, 000 400, 000 750, 00K 
Tax at 52-percent rate 52, 000 208, 000 390, OO 





Mr. Hoge. There I have set forth and I will ask you to look at a 
demonstration of those figures. There is company A, company B, 
and company C. Each has assets of $100 million. Now, as to the A 
company because it has a higher assumption of 314 percent, its reserve 
is $90 million, and company B, $95 million, and company C is the full 
$100 million. 

In the next line is the interest required. Now, below that the in- 
vestment income. All three of them are exactly the same; they earned 
314 percent. But the reserve deductions of the three are dissimilar, 
and not the same, with the result that the 314-percent company, with 
the same investment income as B and C, would pay $52,000, at a 
52-percent rate, and company B would pay $208,000, and company C 
would pay $390,000, with the same interest earnings and the same 
assets. 

It will be seen that company C, which is identical with company A 
in every respect except the reserve basis chosen, would pay approxi- 
mately 714 times as much in taxes. 

Mr. Curtis. Could I interrupt you for just a moment? I just 
wanted to get your comment. There would be no economic purpose 
that you can see that would make company A better for using the 
base it uses than company C. In other words, you feel that that is a 
proper realm for differences to exist in the insurance industry. 

Mr. Hoce. I do. It is another instance where it calls for the exer- 
cise of the judgment of management. 

Mr. Curtis. I might state, of course, the Government could impose 
a tax which would produce the result that the companies would set 
up their management or set up their books on a certain basis. So it 
would be important to add that if you do feel that this is a proper 
field for management judgment to be exercised. There is no reason 
why company C on a $100-million basis at 214 percent might not be 
exercising good business practice. 

Mr. Hoge. I certainly subscribe to the idea that any other approach 
to it would very materially disturb the exercise of sound aledan 
on the part of management. 

Mr, Curtis. Thank you. 
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Mr. Hoge. Item 2 is the average-rate basis. The staff report defines 
his method of determining the taxable income as the excess of the 
et investment income over the interest required to maintain reserves 
it where the amount of interest so required is determined by applying 
n industry average rate rather than the actual rate assumed by the 
ompany for reserve and other calculations. The use of the fixed 
ite to determine the reserve deduction of a particular company no 
onger seems practical. It worked fairly well at a time when the 
ite for deduction was not less than that used by any particular 
ompany. However, the inequities produced by the formula were a 
entuated over the period of years when there was a steady increase 

the corporate-tax rate, increased cost of operation, and a decline 
n the earned-interest rate on invested capital. 

This plan does not eliminate the inequities of the company-by 
ompany basis which we have just discussed. It simply reverses the 
asic inequity. It places a smaller burden on the higher reserving 
ymmpany and a much heavier one on the lower reserving one. If 
each of the three companies previously used as an example were 
granted a deduction of 3 percent of their reserve funds, the resuits 
vould be as follows: 


ExHIBIT B dverage interest basis 


Company A | Company B | Com 
344 percent 3 percent 16 
reserve reserve 
basis basis 


ets $100, 000, 000 | $100, 000, 000 $100, 000, OOF 
eserves 90, 000, 000 95, 000, 000 100, 000. 000 
terest required 3, 150, 000 2, 850, 000 2. 500. 000 


Interest deduction at average rate of 3 
percent 


erest income at 3.25 percent $3, 250, 00 $3, 250, 000 $3, 250, 000 
eserve deduction 2, 700, 000 2. 850, 000 2 OOO. OOK 


Taxable income 550, 000 400. 000 250, 000 
x at 52 percent 286, 000 208, OOK 130, O04 


Mr. Hoce. Now, if you take company A in that case you will observe 
t would be pay ing on the same reserves and the same interest earnings 
is before, and the company this time would be paying at the 52 per- 
ent rate, $208,000, as against. $52,000 shown on the previous exhibit. 
Company C, would be paying $130,000 as against. $390,000. 

Because of its obvious and glaring inequities, the company by com- 
pany plan was never adopted. Neither has the so-called average rate 
basis as such ever been in force. However from 1921 to 1942 all com- 
panies were granted an equal percentage of their reserves as a deduc 
tion, to wit, 4 percent from 1921 to 1932 and 334 percent from 1932 to 
1942. Inequities were inherent in this plan but the practicalities of 

the situation made them tolerable. 

The business of practically all companies in those days was on either 
a 314 percent or a 3 percent basis. From 1920 until 1932 the average 
interest earnings of the business were in the neighborhood of 5 percent. 
Corporate tax rates were relatively low. Therefore, the leverage in 
the law was not great and the discriminatory effect was not too oner 
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ous. The deduction granted to all companies left a substantial margi 
to both classes of companies to build adequate surplus as well as simply 
maintain their reserves. The highest resulting tax amounted to 314 
percent of investment income. 

As interest rates fell in the thirties the taxable margins became smal] 
In 1932 the deduction was reduced to 334 percent, except for business 
of the companies which was still on a 4 percent basis. This aggra 
vated the discrimination but still left adequate margins. Further 
more interest earnings fell so rapidly that soon few companies paid 
any income taxes under this law. 

Industry ratio basis: As defined in the staff report, this is a basis 
whereby an industrywide ratio of policy reserve interest requirements 
to total investment income is applied to the investment income of each 
particular company to determine the amount deductible for policy 
reserve interest requirements. The arguments for and against this 
application of the free investment income approach are amply set forth 
in the staff report. As pointed out in the staff report this application 
was originally supported solely for practical reasons based on the 
impact of tax among companies. 

In 1942 this basis was resorted to to avoid the glaring inequities 
inherent in the company: -by-company basis then suggested by the 
Treasury Department. Each company determined its reserve deduc 
tion by calculating a sum consisting of 65 percent of its reserves at 
the then average reserving rate of the business, to wit, 3.25 and 35 
percent at its own individual rate. 

Mr. Knox. Mr. Hogg, under the industry-rate basis, on page 8, is 
not the statement at the top of page 23 of the staff report correct, 
that under the industry averaging method a company earning 314 
percent on its invested assets, and ‘adding 21% percent to its reserves, 
would pay a tax only one-sixth larger, instead of one twice as large, 
as that of a company earning 3 percent and similarly, adding 214 per 
cent to its reserves. Isn’t this a serious defect? Isn’t it true that 
there is a greater variation in the interest earned between companies 
than the variation in interest added to the reserves ? 

That is on page 23 of the staff report. 

Mr. Curtis. That is on page 23 at the top of the page. 

Mr. Apams. We will have that figure in just a moment. 

Mr. Hoaa. That is correct, yes. That is a correct statement. 

Does that answer your question? That statement is correct. 

Mr. Knox. The statement is correct. 

Mr. Hoaa. Yes. 

Each company determined its reserve deduction by calculating a 
sum consisting of 65 percent of its reserves at the then average re- 
serving rate of the business, to wit, 3.25 percent, and 35 percent at 
its own individual rate. 

The deductions of all companies were then aggregated and this ag- 
gregate was calculated as a percents ige of the total investment income 
of all companies. The resulting ratio was granted to each company 
as a deduction from its own investment income. The difference be 
came the tax base. 

In 1942 the ratio was approximately 93 percent and therefore all 
companies were taxed at the going corporate rate on 7 percent of 
their investment income. This plan resulted in fact in a levy of a 
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iat tax on the net investment income of all cor ipanies at a rate of 
ipproximately 3 percent of investment income under circumstances 
then prevailing. This plan did not achieve coi nplete equit: but it 
lid smooth out to a degree the oreater peaks and veliend of dis- 
crimination inherent in the Treasury company-by-company plan. 

In those days almost all companies were on either a 3 percent or a 


percent basis. Total reserves were about equally a vided be 
veen the two bases. The leverage in the law resulting from aver 
iving was not unbearably great at this level. The tax rate was not 


nduly oppressive. It had the effect of taxing companies approxi 

itely according to size and bore with reasonable equality upon 
policyholders. However, once more interest rates fell so quickly and 
so precipitously that within a few years few companies paid any tax 
at all 

Mr. Curtis. Mr. Hogg, at this point just for clarification. There 

as be el) dise ussion of wh: at the term “reser ves” Ine lude Ss. and the di 5 
tinction between reserves and surplus. But in using the term “total 
reserves” and referring to that historical picture, that is solely the 
egal reserves required, is that correct? Would you define that, and 
would you state whether or not there was any controversy at that 
time as to what would be included in the reserves ? 

Mr. Hoce. I refer to the reserves as those reserves required DY law. 
There was also certain strengthening of reserves by and with per 
mission of the supervisory departments of the States, and the expres 
sion “total reserves” includes not only the contractual or statutory 
reserves, but the strengthened reserves. 

Mr. Curtis. How much leeway was given, if you know, and again 
| am referring historically to legal reserves, calling what might be 
termed “surplus” as “reserves” for this particular tax formula. 

Mr. Hoge. I will also ask Mr. Shepherd to check me on this. I 
inderstand that the aggregate reserves, as I said a moment ago, 
would include not only the statutory reserves and the contractual 
reserves, but the reserve strengthened. Again that would depend 
on a matter of management, the judgment of management. 

Of course there is some control by the State supervisory author 
ities. As to what the leeway is, I do not know whether you could 
put down a yardstick and say what the leeway was. It is controlled. 

Mr. Curtis. I am thinking historically. We will get into the ques 
tions of the leeway, but I was more interested in the historical lee- 
Vay at that time permitted to the cane 00 96 to exercise manage 
ment judgment by calling what some would set up as surplus, and 
others could set up as reserves under this formula, your leeway theory. 

Mr. Hoge. It could be done in either 1 of 2 ways. I would say there 
was not complete uniformity in connection with it. I might want to 

strengthen my reserves as such, and another company might want in 
place of strengthening its reserves to carry a higher surplus. 

Mr. Curtis. How much of that was done under this formula, that 
is What I am curious about. That is using the industry ratio basis, 

doing that was there quite a bit of difference between insurance 
companies in the setting up of reserves in relation to surplus, and 
taking surplus and setting it up as a reserve ? 

Mr. Hoge. Mr. Shepherd tells me there was a very modest amount 
of it. 
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Mr. Apams. Could I interject? In the 1942 law that was no prob 
lem. They were all on a 8 percent or 314 percent basis, and th 
iverage taken at the time was 314, because that was realistic, at th: 

me. It was after that that interest rates began to fall, and a nw 
ber of the con ipanies began to get disturbed about the fact they wel 
ot making their interest requirements, and began to increase the 
eserves 

Now, that was done with the pern ission of the insurance de se 

ments. They would take the matter up with the insurance depa 
ments, and ay “We want to revalue these on a » percent basis, Ol 
p perceant. tae 4 . 
We , the eeeserenn are in favor of the most conservative 
reserve basis possible, and I think in no case was permission refused 
Now, some comp anies didn’t do it because they didn’t think it wa 
ry, and some of them didn’t do it aro A they couldn’t alfor 
o it and maintain a proper surplus, but the great trend came after 
terest rates had gone down, so that there was no tax under this law 
the 314 percent. 

Che bie reserve strengthening came in 1946 and 1947 and 1948, 
thane oe there. 

Mr. Currts. Perhaps this would get to my question: Would 
true to sav this. that in order for surplus to be made reserve, the ir 


i 


ance comm oner ¢ f some State would have to give permission / 
There were formal steps where some governmental agency had t 
take action where ne ary in order to create such a transfer. | 
] ft? / 


Mr. Hloce. Mr. Guertin passed me up this memorandum here, and 
is L identified him a moment ago, he was with the New Je sey De part 
ment a number of years. Ile says that when reserves have bee) 
strengthened and certified by the insurance commissioner, th¢ 
Strel Panes reserve hecoms the leval reserve, 
Mr. Currts. It becomes legal then, so really that is right. I see 
Mr. ilo. G. It is well to point out here that the statutory reserve i 
always a — mum. It was put in there in the statute as a minimun 
solely for the purpose of assuring solvency. That was the only pu 
pose. Cor bere the exercise of judgment comes into play, as t 
whether or not they want to carry the reserves at the bare statutory 
minimum, or strengthen them either by a direct addition to the r 
erve, or the other route, maintaining additional surplus to cove! 
that. 

Mr. Curtis. Let me ask one other question: Once a fund becomes 


vi 
a reserve, the 


! surance company loses control to later declare that a 
surplus. The company would have to go to the insurance commis 
sioner, and would probabh y never get permission to then change it 
from a reserve back to surplus. : 


Mr. Hoae. That is correct. It gets in there once and it is there 
The commissioner has complete control of it, and I just hazard a 
guess on that, but I don’t know of an instance where once it has gotten 
into the reserves, there has been any attempt to withdraw it, or any 
question has ever been raised. It seems to be so well accepted— 
the concept that you mentioned. 

Mr. Minus. Mr. Hogg, you refer on page 9 in the first paragraph 
of your statement to the Treasury company-by-company plan of 
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eZ. Refresh my recollection, please. Wa t the Treasury pro 
sal at that time an averaging method of the plan 1 and 2 that you 


ve here in your statement / 


Mr. Hoee. Mr. Shepherd was very active in that, and I will asl 
ni ag un to che k \ tut | Shall Say, al dl f | ] nn taken about { 
il] correct me. My unc oO { ‘ as the 1932 
a produced no revenue, that then the 1 ury Initially sug 
ted the straight Simon pure company by company approach. 
Now maybe we shouldn't dig iv it by saying it was a plan. ft 
been ponaiatenety referred to in the busines is the Treas 
mpany by company approa th. 
My eee is that it was the regular orthodox company-by 


mpany approach. Was tha rrect, Mir. Shep erd ¢ 
Mr. SuerHerp. Yes. 
Mr. Hoge. Then, when that was suggested it became evident that 
ere were the inequities which we previoush) ussed in the com 
ny by cohipany approae h. It became evident to the people who 
gested it th: it it wouldn’t work, and then we gravitated to this other 
mpromise, which was the 1942 formula, with the frozen 65 percent of 
314, which was then the going rate, plus the 35 percent of the actua 
Mpany rate, That was the col prom lsé : 
Mr. Mirus. Then I am in error in thinking that the Treasury’s 
geestion in 1942 was essentially an averaging method of the 1 and 2 
ropos tions set forth in vour statement. 
\ir. Hoce. Mr. Shepherd was there, and participated, very exten- 
vely in the Treasury conferences. 
Mr. Minus. I had in mind really that what the lreasury suggested, 
Vil’, Shepherd, was an average method of 1 and 2 there, in order to 


1: 
? 
i 


king in terms of possibly that would elim- 


minate, or at least thin 
| 


ate, the daiscriminatio Wi) wel Innere 1! either it or 


eparately. 

Mr. Suernerp. I think that you are rnght, Mr. Mills. That 

ie, but you must bear in mind that the ir propos ul as to be applied 

n an individual company basis, and not on an industry basis 

Mr. Mruus. I understand 

Mr. Suernerp. But that is the reason they put that 65-35 weighting 
formula in there, which was intended to get aw ty rf om the diserepan- 
ies that followed, as described in our illustrati s 1 and 2 here that 
Mr. Hogg just described. 

Mr. Miuus. Refresh my recollection further, Mr. Shepherd. Did 
he industry oppose the suggestion at the time because of the formula, 
rr because of the desire or proposal to apply the formula on a com- 
pany-by-company basis? 

Mr. Suepuerp. The latter. 

Mr. Miuus. The latter. 

Mr. Surepuerp. Yes. 

Mr. ADAMS. There is a report of Rando ph Paul. who was then 


i ounsel of the Treasury, setting that all out to the Ways and Means 
Committee, and I have it in my office, but I don’t have it here. He 
— that originally the Ly reasury suggested the tax on a company- 
: y-company basis, but that the company representation was that such 
i a tax made such neal differences between individual companies, 


the second largest company in the United States paid much less than 









































72 rAXATION OF LIFE INSURANCE COMPANIES 


the 15th largest company in the United States, and so the compan 
people made representations to him that with the same overall revenii 
if they would accept this averaging basis it would be acceptable unde 
those circumstances as they then existed, and it was adopted. 

You will find that in a report by Randolph Paul to the Ways an 
Means Committee. 

Mr. Mirus. I have read it but it has been a long time ag 

Mr. Hoge. In 1950 there was one last effort to make the free interest 
theory work. A law was enacted based upon the industry ratio theory 
but the ratio employed was the actual total reserve interest require 
ments of all companies as a percentage of the total investment income 
of allcompanies. The resulting deduction for that vear was approx 
mate ly 90 percent of investment income. All comps anies therefore 
paid taxes on approximately 10 percent of their investment income. 
which made the tax at the then corporate rate about 3.9 percent. Al 
most immediately this law got out of gear in the opposite direction 
[t became apparent that it would yield a steeply progressive tax whicl 
would soon reach oppressive and intolerable proportions for reasons 
entirely unrelated to an increase in income. 

From 1950 to 1953, for instance, the interest rate earned upon the 
invested assets of all companies increased before taxes from 3.13 
percent to 3.36 percent, or about 714 percent. However, the tax in 1953 
under the 1950 law had it been continued would have more than dou 
bled. It would have increased from 3.9 percent of investment income 
to 91, percent. 

Furthermore, it would have continued to inerease for succeeding 
years even if the rate earned on company investments stood stil] 
even declined. As a matter of fact, the tax rate would have been 
more than three times higher than it would have been in 1942 whe 
the rate earned on investment was 3.44 percent instead of 3.36 percent. 

During the war almost half the assets of the entire institution of 
life insurance were invested in Government bonds which yielded 214 
percent on their longest term and less for intermediate issues. A very 


large proportion of the policies thereafter issued were issued on a 21 ” 


percent basis. Furthermore, a large amount of business previously 
issued was revalued on a lower interest basis, sometimes as low as 
21%, percent. As a consequence, the average reserving rate of the 
business fell from 3.25 percent in 1943 to 2.92 percent in 1950 and to 
2.56 percent in 1953. 

Mr. Curtis. Mr. Hogg, just for my own information, when a revalu 
ation like that is made, that again requires the approval of the insur 
ance commissioner of the State in which the company is doing business ¢ 

Mr. Hoaa. That is correct. 

Mr. Knox. Mr. Hogg, at the top of page 10, which you are present]) 
reading from, it is misleading, is it not, to infer that the difference 
between the tax at 3.9 percent in 1950 and a tax at 914 percent fon 
1953 is due to a defect in the 1950 formula? There is an increase in 
the general corporation rate from 42 percent in 1950 to 52 percent 
in 1953, 

If the 52 percent rate had applied in 1950, the tax would have been 
about 4.9 percent, would it not ! 

Mr. Hoc. The entire increase is not due solely to the factor which 
I mentioned, but the increase in the corporate rate would represent 
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i think a very small percentage of the increase. I think that the point 
e want to make, and I think the tigures do support it, is that by the 
evaluation of the outstanding business, really a bookkeeping transac 

tion which affected this ratio, that that is what produced the sub 
tantial amount of the increase, but you are quite correct that there 
as an increase in the corporate rate; yes, sir. 

Mr. Knox. In other words, it amounts to about one percent. It 
ie 52 percent rate had been in effect in 1950, that would have been 

true. 

Mr. Hoge. If you relate the increase in the general corporate rate 
o our picture here, it would show that part of the increase was due to 
iat, but not much. It would bea very small portion of it. 

Mr. Knox. Should it not be? 

Mr. Hoas, Mr. Shepherd said it would vO from 3.9 to 4.8, that is 

what it would go to. 

Mr. Knox. You agree that it should be ¢ 

Mv. Hoge. Yes, that is correct. 

As the average reserving rate fell the allowable deduction of all 
onan under the 1950 stopgap law decreased precipitously. Had 

» 1950 stopgap law continued in effect, companies which strengthened 
ieir reserves would have had to pay substantially accelerated taxes 
nder the 1950 law simply because they had deemed it prudent to 

trenethen their reserves. On the other hand companies which did 
ot take such action for valid reasons would also have had their taxes 
ippreciably increased. When you consider that by number, at leas 
lose to two-thirds of the companies in the United States still have 
iore than half their reserves on a 314 percent basis, it will be unde 
tood how serious such a result would have been. We submit that any 
plan whieh automatically increases the tax of a company because if 
has strengthened its reserves is wholly wrong and a system whic] 
penalizes a company because a competitor has strei ot] ened its pos 
on is absolutely unthinkab le. 

Compar ison of alternative methods of taxation: Our committee is 
omple te ly in aecord with the analysis on this part of your committee 
tatement. The tabulations and comparisons show the extent of thi 
hift in the impact of the tax y yield under the various tux bases. A 
ook at the relation between the various reserve deduct on interest r: ates 
nd the rates of return on investment income is quite interesting 
When the 4 percent reserve deduction was adopted in the 1921 act, th 
ctual rate earned on investments was 5.02 percent, in 1932 ep 
vely, 334 percent and 4.65 percent and in 1942 3.25 percent and : 

percent. In 1947 for the first time the reserve deduction under the 





tax law exceeded the investment income result ng in no tax. Nati 
rally, this was not satisfactory to the Treasury. The business itself 
did not wish to be regarded a sa tax-exempt business 
It is evident that the free interest approach worked only so long as 
the statutory rate for reserve deduction purposes was not less thar 
iat any particular company used for its own valuation purposes. Th 
Government was satisfied so long as the formula produced substantial 
revenne. The revenue criterion was the Government’s standard iy 


eceptance: this was obvious when the 1942 formula produced no 
revenue in 1947. 

For the reasons, both theoretical and practical, against the use of 
the excess interest approach, which we have stated, the business as 
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whole is opposed to a formula based thereon. This does not, however, 
mean that we discount the necessity for protecting the integrity of t! 
reserves of life insurance companies against inroads due to taxation 
The necessity for this is recognized in the provision of the present lay 
which gives relief to the company that does not earn enough on if 
invested funds to cover its reserve interest. This is a sound principl 
to safeguard the solvency of the life insurance business and we fee] that 
this provision of the present law should be maintained. 

One of the fundamental necessities of our business is that interest 
upon investments be adequate to cover reserve interest assumptio1 
Failure to do so over long periods of time would be disastrous. We 
have pointed out that the selection of bases of discount in comput 
ing reserve interest requirements, while important in any exhibit of 
financial condition developed as a test or measure of solvency, does 
not constitute a suitable major element of a tax base. The base must 
rest on financial transactions—not on accounting methods or actuarial 
assumptions. 

Today there is on the books of United States life insurance com 
panies a certain volume of business written years ago with 4 percent 
cuss requirements. Likewise there is a much larger volume of 

» percent guaranty; and an even larger amount at 3 percent. Many 
companies are still issuing 3 percent policies, and many others are 
issuing polici ies on a 214, 214, or 2 percent requirement basis. 

In enacting the present. ‘stop gap law Congress took this fundamental 
fact of life insurance into account and provided for a tax credit to 
companies whose investments results did not meet reserve interest re 
quirements. The number of these companies now is quite small and 
presently is reducing rapidly. A short time ago, as interest yield was 
increasing, one might have predicted that the number would vanish. 
The interest trend in the sincioatil investment market is again down- 
ward, however, and the impact of this adverse force can be expected 
to increase the number of companies facing this problem. They are 
fine companies, strong, safe, and well managed. No proper criticism 
has been made of their position and none is implied. The reasons 
which underlie the situation whereby they may not meet their reserve 
interest requirements vary in each company and are valid. 

The ability of any and all companies to meet reserve interest re 
quirements throughout the future depends entirely upon economic con- 
ditions. This ability inevitably will fluctuate for all of them. Who, 
for example, in 1870, would have considered 4 percent too high a rate 
to guarantee? Today we think in terms of 214 percent or 214 percent, 
but who amongst us is wise enough to argue that this may not be 
impossible to earn in the years ahead ? 

In the 1951 law provision was made that if a company failed to earn 
enough interest to cover its reserve interest requirements, a 50 per- 
cent credit upon its tax was granted. If it did not cover these require- 
ments by more than 5 percent, the credit of 50 percent was gradu- 
ated downward to reach zero percent when the excess reached 5 per- 
cent. In our opinion, this is a sound provision and it should be 
continued. Tax relief upon such a fundamental situation in our 
business is not only justified, it is made imperative by the very nature 
of our business and the basic elements of our operations. 

The staff report, commencing at page 25, gives extensive considera- 
tion to the total income approach. Almost from the time that the 
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mpany income tax problem has been under consideration, this 
eory has been widely discussed. 

\s I said a moment ago, one of those who has been intimately con 
ected with this matter is Mr. Adams, executive vice president and 
neral counsel of the American Life Convention, and co sequently 


ter such interrogatories as the committee may wish to give me. I will 

k Mr. Adams to discuss that total income program. 

Mr. Mitas. Mr. Hogg, my questions are purely for the purpose of 
btaining information. I am certain that none of us have any fixed 

ews with respect to the problem before us. 

As I have listened to you this morning, I gather that you consider 

imperative to retain untaxed that amount of investment income 

hich is essential to assist in the repayment of obligations created by 
the company toward policyholders. That is one position that you 
take firmly, is it not? 

Mr. Hoaa. I would like to emphasize the way in which I express 
t, namely, that in any tax measure consideration must be given to 
reserve requirements. We feel that the taking of these reserve require 
ments as the basis upon which to build a tax formula is impractical 
ind cannot be applied. 

Briefly, that is our position. | am, in effect, Say ing probably what 
you have in mind; namely, that the integrity of the reserves must be 
maintained. 

Mr. Mirus. Under any formula that is developed, that is essential 
to the preservation of the industry itself. I wanted to get at that. 

Mr. Hoaa. That is correct. 

Mr. Miius. Now, the other point that I gather, maybe by inference 
or otherwise, from what you have said, is that that which is available 
to an insurance company over and above this that we have just dis- 
ussed in the form of income should not be taxed at the regular rate 
of corporate taxation. 

Now, am I right in that impression from what you have said? 

Mr. Hoee. Our position is further amplified along that line when 


we say that the flat tax, we feel, is the most practical basis and the 
most practical formula we can develop. 
Now, of course, that does not mean that we say it is the corporate 


tax, but the flat 614 percent is the tax which we discussed in the 
memorandum. 
Mr. Curtis. May I interrupt? That, of course, depends, or is based 
upon, the 52-percent tax, is it not? Your 614 is computed through a 
formula which is based ultimately on the 52-percent tax. 
In other words, it is the 52-percent tax on the portion of your busi- 
ness which is regarded there. 
Mr. Hoge. That is the way it was evolved. 
Mr. Minis. But the insurance industry is not now subject to a 
o2-percent tax rate. 
Mr. Hoge. Oh, no. 

Mr. Mis. On any part of its investment income. 

Mr. Hoge. That is correct. 

Mr. Miuius. That is the point, and it is your thought, as | vather 
from what you say, that any formula developed by the committee 
should not apply the going rate of 52-percent tax on any part of the 
investment income. 
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Mr. Hoga. That is correct. 

Mr. Mitts. Is that correct / 

Mr. Hoga. Yes; that is correct 

Mr. Curtis. I would lke to pursue that just a little bit furthe 
Mr. Hogg. Inasmuch as the 614 percent is based upon the 52 perce! 
and if our corporate tax rate were to revert to 17 percent, for eXam 
ple, if you continued the same formula, your 615 percent would ne 
reflect that lowering. 

Now, I would like to pose this question : Do you feel that it is 
proper to tie the tax or tax rate of insurance companies to the corpo 
rate tax rate, whatever it is? In other words, whatever the Congress 
might do on general corporate taxes, should it be reflected in the 
insurance industry ? 

Mr. Hoge. I think that there is much to that recommendation, be 
cause there has been considerable misunderstanding on the standpoint 
of the public about the 614 percent. 

Now, if you could relate that to a base which would reflect the corp 
rate rate, I would think it would be purely a matter of mechanics, and 
I think that it would be much better receive d by the public. 

Mr. Curtis. My understanding of the 614-percent rate is that it is 
the 52-percent rate, but it is ap plied to a certain portion only of the 
investment income, 

Mr. Hoae. That is the way it was evolved. 

Mr. Curtis. That is the only reason we get 614, because it is only 
that portion, multiplying two fractions. 

Mr. Hoge. That is the evolution of it, and that is extensively dis 
cussed in the back part of our memorandum. That is on the 614 per 
cent approach. 

Mr. Curtis. Are there any further questions? Mr. Adams will 
take up the joint testimony at this point and Mr. Hogg will resum 
later on. 

Mr. Apams. The first thing I want to say publicly is what I have 
said privately to the gentlemen involved. I think this staff report is 
a splendid piece of work. I have had a good deal to do with this 
subject for 25 years, and I have read it with great care, and I have 
been unable to find any factual error in it, and I want to congratulate 
the members of the staff who worked on this. I think I will disagree 
with some of their evident conclusions that show through in spite of 
themselves, but as far as the factual part is concerned, it is an authentir 
document, so far as I have been able to discover. 

I want to say first that this has been a very vexatious problem for a 
good many years. I have appeared several times in this room on this 
subject, not with entire consistency I will admit to Mr. Mills who was 
here before, but taxation is always a practical matter and what you 
want and what I want is a permanent tax, and a fair tax related to 
the nature and character of the life-insurance business. 

The difficulties are two, and they are fundamental. Life-insurancé 
companies are not like other corporations, and what makes it more 
complicated is that they are not like each other. They are not nearly 
like each other, and that adds a very great element of difficulty and 
complexity. 

I am to handle the so-called “total income approach” which is in 
effect putting life-insurance companies on the general tax basis. The 
plan for taxing life-insurance companies described in the staff report 
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ie “tots al income me tthod” is an atte mpted adaptat ion of the general 
an ate basis to the pee uliarities of the life-insurance business. The 
lefect in such proposal 1 s fundamental. Life insurance is unique in 
iture, complicated in character and complex in structure. It cannot 
readily be fitted into either the pattern or the philosophy of the corpo- 
ite income-tax law. Such a tax is a profit tax levied upon the annual 
inings of a corporation calculated according to formula. 
ee of the long-term nature of the life-1 rance business, it 1s 
tically impossible to construct a valid hort-term measure of 
perational results on an annual basis. 
Life-insurance companies differ fundamentally from manufactui 


oe and commercial enterprises. They deal in continuing contracts, 
ot in commodities currently eiieed for present sale at a temporary 
rice. They differ radic ally from other financial institutions by 


ison of the contingent character and the long-term nature of their 
linbilities. They ditfer sion ficantly from companies doing a prop 
ertv-insurance business. ‘These deal in contracts of short duration 
They insure against specific hazards which may or may not occur over 
an extremely limited period. Their operations result in either loss 
r profit which is currently calculable with a fair degree of exactitude 
it any time. , 

On the other hand, a life-insurance company may be forced to parr 
he full face value of its contract within 24 hours, or it may carry the 
risk for 50 years. It may be compelled to make loans at guaranteed 
nterest rates or liquidate contract cash values of specific amount at 
iny time over an extended period at the sole option of the policy 
holder. It may be required to administer and invest the savings of 
ts policyholders for them o1 their beneficiaries over many years at a 
ouaranteed rate of interest. Some of these contracts have literally 
run for a period of 100 years. 

T’remium charges once fixed cannot be altered re igardle ss of the dui 
tion of the risk or change in circumstances. Such charges are based 
upon a forecast of the probable death rate, estimates of operating 
expenses, and investment experience projected far into the uncertain 
tiesofthe future. That portion of the premium representing a charge 
for the mortality risk is based upon the law of averages which requires 
irge numbers and iong periods of time for its validity. 

Currently there may be, and often is, substantial deviation fron 
normal in the case of individual companies and for the business as a 
whole. Furthermore, possible catastrophic losses due to the devasta 
tion of war and the ravages of epidemics are always present in this 
uncertain world. 

Operating expenses may be, and frequently are, seriously affected 
'y uncontrollable factors such as the impact of inflation. That is 
either from normal causes or governmental policy, I might say. 

Investment experience is geared to the vagaries of the m: arket which, 
in turn, is determined by the shifting tides of economic conditions 
which fluctuate within a wide range over a long period. Such fluctu 
ations affect not only current investment returns but also the realiz 
able value of invested assets when it is necessary to convert them into 
cash in time of economic stress to meet obligations payable in dollars. 

Mr. Knox. Mr. Adams, is the situation of a life-insurance company 
worse than that of a corporation owning an office building ? 


Mr. Apams. What is that ? 
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Mr. Kwox. Is the situation of a life-insurance company worse thar 
that of a corporation which owns an office building? That company 
estimates depreciation deductions and its income on an annual basi 
may be incorrect, and yet it pays income tax on an annual basis. 

Mr. Apams. That is true, but the fundamental difference is th 
long-term nature of our business, because after all the ordinary manu 
facturing concern may have its situation distorted for a short tim 
but immediately it changes its pricing policy, which we are wu! 
able to do. 

And furthermore, you know at the end of a year, pretty well, | 
mean within a short period of time. Of course, there is an inventory 
loss possible, and I thoroughly understand that, and there isn’t any 
thing certain in this uncertain world. But we cannot say in 1953 
that we have made so much money, because people may die at a 
smaller rate than our projections in 1953, but in 1957 they may die 
at a much accelerated rate. 

The fundamental difference is one of degree, and the degree is that 
we have fixed long-term contracts not as an incident, but as the ver) 
basis and nature of our business. 

Mr. Knox. Now, to pursue just a little further, Mr. Adams: Is not 
the flow of life-insurance business, old policies being terminated, and 
new policies being issued? Is that not an important equalizing factor 
of the annual income of the life-insurance business? 

Mr. Apams. To a much less degree than you might think. That 
is for the reason that our old policies were made at a fixed rate under 
different conditions, when different assumptions were made. 

Now, surely, some of them mature and some of them lapse, but 
many of them remain over a long period of time. And furthermore, 
I will give you an example: In the company that I was president of 
for almost 20 years, we stopped writing 314 percent policies in 1939, 
but still in 1953 more than half of our reserves were still on a 314 
percent basis. These new policies take hold very very slowly. 

Now, ultimately, over a long period of time, of course we have to 
adjust our business to conditions, but it is a pretty unwieldy situation, 
and takes a long period of time to do it. 

Mr. Knox. Approximately how long would it take to convert the 
entire amount ? 

Mr. Apams. Mr. George Smith, chairman of the New England 
Mutual, has what he calls a hump chart, and he shows if you should 
stop writing 3 percent business today in his company, it would be 
18 years before the reserves started to go down. 

Now, we figured in my company, it would be longer. 

Mr. Knox. That is all, Mr. Chairman. 

Mr. Apams. Illustratively, it is not unusual for net mortality ex- 
perience to fluctuate as much as 15 to 20 percent from year to year 
and in the case of the smaller companies, it may well vary as much as 
50 percent. In the case of my little company, it varied from $1 mil- 
lion to $1,450,000, in death claims between 1952 and 1953. 

Expenses of operation have increased notably in the past 10 years. 
Within a 2-year period in the recent past, long-term Government 
bonds which are supposed to be the safest of all investments, have 
varied in price as much as 10 percent. 
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It is not necessary to refer back to catastrophic mortality losses 
luring the influenza epidemic of 1918 or the severe investment ex 
perience in the 1930's, which greatly impaired the surplus of many 
companies, to demonstrate the hazards which life-insurance com- 
panies face and the necessity of maintaining margins of safety to 
rovide for unpredictable losses. 

The last long-term Victory bonds, fell, I guess, 10 or 12 percent 
vithin a year. The last long-term bonds have increased about 10 
ercent within the last year and a half. 

Now, this is an exaggeration, of course, to make a point, but if the 

fe-insurance companies had had half of their assets in Government 
bonds in 1948, if the peg had been pulled then and the market had 
ollapsed 10 or 11 points, there would have been extremely serious 
mpairment of their surpluses if they had had to carry them at market 

ilue or if they had had to liquidate them in order to pay their claims. 

The point lam making is ie it our Habilities are pays - le in dollars, 

id our assets over above the liabilities that represent surplus are in 
tocks and bonds and ids diblab and real estate: and in the case of 
quidation there has to be, for safety, a substantial margin for us to 
be sure to take care of our liabilities 

Life insurance is essentially a business of variables. The surpluses 
of the companies and the nominal increases thereof, as shown ea 
vear in their annual statements, merely refiect the present margin of 
the current value of assets over a projection of estimated liabilities 
maturing over a long period of time, and they do not represent a true 
measure of realizable ultimate profit nor an accurate gage of current 

irnings. 

The spec ific tax on the total income basis plan as suggested in the 

eport, 1s described as follows: 

Taxable income, in general, would consist of premiums and investment income 
ess (1) expenses and other deductions as provided in the Internal Revenue Code 
for corporations generally; (2) total amounts paid | to policyholders by reason of 
death, maturity, or otherwise including policy dividends; and (3) net increa 
n policy reserves, excluding increases in continge 





Obvi usly, this approach is unsound in principle and impractical 
application so far as it relates to the operation of mutual compant 
— the life-insurance business is overwhelmingly mutual and the 


ore bulk of taxes necessarily come from mutual compal ies, if the 
plat yer appropriate (I s hould say, in my opinion) for them, it 
not Siescsinis ite for the business asa whole. As a matter of fact it 


unsuitable for either. 
Such a tax is essentially a levy upon the annual increase in apparent 


surplus. In a mutual company if the death rate of policyholders 
could be forecast with absolute accuracy on an annual a if long 
term estimates of ope ‘rating e apenas were never exceeded in a single 


year, and if the assets of such companies never - flue tuated in current 
value with changing economic conditions, there would be no necessity 
for a surplus and under this plan there would ke no taxable income 
for mutual companies 

Under such circumstances, all funds remaining after the payment 
of claims and operating expenses and the setting up of reserve liabili- 
ties would be distributed to the policyholders each year in dividends. 
The net result of each year’s operation would be exactly zero. 
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In such circumstat ces, under the total income plat which allo 

eductions for claims paid, expenses incurred, reserves set up, and 
dividends distributed to policyholders, there would be nothing left. 
there would be no net income to the COrportlon al d therefore ther 
\ ould be ho taxes payable to the (vovernment. 

The only reason that such a procedure is not followed each year by 
every mutual company is that safety requires an undistributed sur 
Pp lus be maintained against the uncertainties of the future. The sw 
p ius of suc h Cc ompanies simp rly acts as a rese rvolr. It consists ot policy 
holders’ funds designated for future distribution to them but wit] 
held temporarily as a safeguard against unfavorable eve nts. 

Mr. Curris. Mr. Adams, there you are definitely referring to su 
pluses api not reserves / 

Mr. Apams. That is correct, because the suggestion is a tax on the 
nerease in surplus, and I am showing there would be no surplus in a 
hi utual company, except for purpose s of safety. If peop le died exactly 
according to the mortality table, and if our expenses were just as esti 
mated, and there was never any fluctuation in the value of-assets, the 
surplus would all be paid out each year and you would start over 
again. 

Mr. Curtis. Of course, you do have certain reserves, contingent re 
serves that are set up over and above legal requirements / 

Mr. Apams. In this definition of surplus I am accepting the thesis 
of the staff report that voluntary contingency reserves are in effect 
surplus, and when I say surplus I mean all assets over and above the 
tated liabilities. That is the general nomenclature in the business. 

Mr. Curtis. The reason I want to emphasize that is that we will vel 
to the problem ot how fixed is the surplus and the reserves, and how 
can you SW itch between the two. 

Mr. Apams. Some companies earmark a part of their surplus, and 
some keep it in a general fund, mobile for use for any purpose. 

Mr. Curtis. But as you use it here, vou are talking about the re 
serves which are the minimum reserves and anything above the mini 
mum reserves constitutes surplus. 

Mr. Apams. The legal reserves as put up by the company are re 
quired to be put up by the company, and eve rything else would go back 
every year. 

The company merely acts as a trustee. Certainly the policyholders’ 
own money, temporarily withheld by such trustee for purposes of 
safety does not represent a corporate profit upon which the Federal 
corporate income tax can logically be levied, under the philosophy of 
the law. It is clear, therefore, that such a tax upon the retained sur- 
plus of a mutual company is in no sense a tax upon income or upon 
profit, either theoretically or actually, but is, in fact, a capital levy 
upon prudence, safety, and solvency. 

If this is not a valid form of tax for mutual companies, it is not 
valid for stock companies, in my opinion. Life insurance is unique 
in this respect—that the mutuals dominate the business. Approxi 
mately two-thirds of all life insurance in force and approximately 
three-fourths of the assets of the business are held by cooperative non 
| rofit corporations. 

The seven largest companies in the United States, with well over half 
the insurance outstanding and an even larger proportion of assets 
and corporate income, are all mutuals. Twelve of the fifteen compa 
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es with resources of over a billion dollars are mutua (oT the more 
ian 500 other life-insurance companies in the country, the vast ma 
rity are stoc k companies. A few are relatively large: some are 
zable. but most of them are small. 

rhe younger companies are practically all stock companies. bh 
ct it is legally inadmissible in most States to start new companies 
thout capital stock and as a practical matter, t close to impossible 


ill States. 

Mr. Kwox. Mr. Adams, you Say there is little difference betwee) 
ock and a mutual company. If there is no other difference, one dif 
rence is that the surplus of a stock company is the company’s fund 
d not the policyholders’ funds in any sense; is that ot true ¢ 

Mr. \pams. No; it is only technically true. As long as that su 

“held in the company, it is for the prote tion of the policy 

olders and used for the protection of policyholders, ind up to the 
me that any of it is taken out, it serves the same purpose as the sur 
lus of a mutual company. 


I will endeavor to show, as I YO along, that 10 1s eC ssary fol pra 
‘al reasons for the stock companies to a substantially large 

ises on account of the very nature of the business, for the safety of 
olicyholders. That is why such small dividends have been paid to 


tockholders, and relatively large surpluses have been maintained for 
e safety ot policyholders. 

It is all there as a pledge against a note to a pol eyholdei until the 
ist dollar of obligation | paid. Phat is my the 

Mir. Kwox. That is all for the moment. 

Mr. Apams. I deal with that just a little more a little further o1 
Mr. Curtis. When you deal with that, Mr. Adams, will you 


scussing at all the mutualization of stock companies? In mutualiza 
ons the courts have been called on to fix the amount of the surplu 
ul coes to the stockholders, and the amount that goes to policyholders 
Che courts are then deal he W th surpius and not res es 

Mr. ApaAms. Yes, and as it is distributed, of course it is tax 

Mr. Curtis. Now, of course, one othe point nvolved there. If 
ou are going to deal with the subject extensively I will hold tl 

on until then. 

You refer to the surplus as being held by the company as a trustee 

effect for the policyholders. As you know. In our executive se 
ons, the prob lem that has been of « cern to me, and to the om 

. I might say, is whether or not these funds actually ever do revert 
the policyholders. Do you discuss that at length ? 

Mr. ApAms. I do not in my statement, but Mr. Hogg, vice pre 

rt one of the la irgest mutual the country, I 

Mr. Curris. All mght 

\Ir. ADAMS. osentan vuthor tatively o | { e) 


Mr. Curtis. Ad righ 
Mr. Apams. My thesis here is, gentlemen, that two-thirds of t 


isiness and three fourths of the arene Segieeen f l by the mutual 
nd you can’t make a significant differential in tax without driving t 
stor I companies al i th younvel mic hia ( } es out ot 
jarket. Under every revenue law so far enacted, all life-insura 


ompanles, both stock ind mutual, have been taxed upon the same 
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basis. There has never been a tax differential in any form of tax at 
any governmental level in the history of the business. 

The reason for this is obvious. Whatever difference there may bé 
between stock and mutual companies in theory, there is very little in 
practice. They sell a similar product to the same public for an iden 
ical purpose in one of the most fiercely competitive markets i1 
America 

As before stated, the mutuals dominate the field as in no other area 
of enterprise in our whole economy. They fix the competitive pattern. 
The mutuals have attained and maintained this commanding position 
without asking for or receiving a tax preference. To the best of my 
knowledge, with one exception, no mutual company in the United 
States has ever eres a tax advantage. Despite some theorizing 
to the contrary by those unfamiliar with the practicalities of sales 
operations in the life insurance field, every sto¢ k life insurance mai 
knows, and with one exception, every mutual life insurance somes 
concedes, that any significant differential in the tax levied upon thes 
two types of companies would effectively drive the stock life insurance 
companies from a field which is already domin: ited by thei Ir mutual 
competitors. It is in recognition of this fact that the governing 
bodies of all » trade associations represented by our joint tax com- 
mittee, which organizations represent companies holding more than 
99 percent of all the legal reserve life insurance in force in the United 
States, have re peatedly and unanimously gone on record to the effect 
that stock and mutual companies should be taxed on the same basis. 

Mr. Knox. Mr. Adams, if both stock companies and mutuals wer: 
taxed on retained surplus, would there be a tax advantage to the 
mutual companies 

Mr. Apams. Very definitely, because the mutual companies, by in 
creasing their dividends to policyholders, could cut their tax to a 
relatively small amount. 

Now, as a matter of fact, I think it is utterly illogical to tax the 
surplus of a mutual company because it is amply held for purposes 
of safety. It is not accruing to anybody, and it isn’t a profit; it is 
just that you get 90 percent of it now but 10 cant of your money is 
held back because some event in the future may require it. 

The mutual company would be taxed less dividends, and I will 
demonstrate here in a few moments to my satisfaction, and I hope to 
yours, that at the present basis the stock companies of the United 
States could not pay 52 percent on their increase in surplus every yeat 
and maintain adequate surplus for the protection of their policy 
holders. 

Mr. Knox. That is all, Mr. Chairman. 

Mr. Apams. The staff report on page 9 says: 


It is argued that even if a different tax burden on stock and mutual life 
insurance companies would affect the prices they charge policyholders, the 


resulting small price changes would not have appreciable effects on the sale of 
insurance policies by different companies, 

Those who so argue are wholly unrealistic. Any tax differential 
which is significant would necessarily have a consequential effect upon 
price and therefore upon compet ition. Price as a competitive factor 
is even more important in life insurance than in many areas of com- 
mercial activity. 
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In many fields, manufactured articles are not identical. Quality, 
esign, styling, and packaging as well as price affect the market and 
he salability of the product. Life-insurance companies sell contracts 
wr the future delivery of money so similar in content that price is 
ecessarily an important consideration. If price alone does not 
ow play an all-important role in most life-insurance sales, it is be- 
iuse the public has been educated to the fact that in general all life 
surance 1s close to a standardized product sold ata comparable price. 
It is not identical, but comparable. There are greater ditferences be 
veen individual companies than between classes of companies. 

[f this were not true, we would not have the present pattern of 


ippreciable decreases in the rates of nonpartic pati + policies now 
ot in announced from week to week to meet the increases in the divi 


end scales of a number of mutual companies. 

Life insurance is sold through agents who are fiercely competitive 
with each other and I know of no more potent competitive weapot 

vith which to arm them than to enable them to say “Your insurance 

vill cost less in my mutual company than in the other agent’s stock 
ompany because less of your dollar will go to the Government in 
taxes.” 

There is no greater truism in American economic life than that the 

ehly taxed article is a high-priced art icle, and the ove pri ed art icle 
s soon out of the market. 

Stock companies sell substantially the same product as mutual com 
panies but on a somewhat different basis. For that reason, they have 
problems peculiar to their type of company. 

Although their premiums are appreciably lower, they sell guaran 
teed contracts at a guaranteed cost. Mutual con ipanies in the mail 

harge higher premiums but refund a portion of the intial charge 
to their policyholders as justified by their current experience. in the 
case of stock companies selling nonparticipating insurance, there is no 
possibility of such partial readjustment of price through change in 
the scale of dividend distribution. 

Further, historically and principally for technical reasons, the great 
majority of stock life insurance companies have operated on a lower 
reserve basis than mutuals. The reason for that is this: We will just 
pick an illustration out of the air, initially. We will say a mutual 
company at age 35 charges $27 a thousand. And a stock company 
charges $21.50 a thousand; now, in making up that policy rate, the 
actuary of the nonparticipating company assumes a lower mortality 
in the first place, and he assumes a lower expense, and usually he has 
to assume a higher interest rate to get his net premium down toa place 
that he doesn’t have to put up dleficie ncy reserves 

You see, the nonparticipating guar: anteed polie: y has to be sold in 
competition against a policy that is going to return all mortality sav- 
ings to the policyholder, and all excess of expense estimates to the 
policyholder, and so as nearly as it can be forecast over a period of 
years, that has to be discounted in advance, and therefore they charge, 
Say, $21.50 against $27, and the dividends are supposed to bring it 
out as nearly equal as can be forecast over the long — of time; 
and that shows that this underwriting profit isn’t the big factor that 
many people imply. 

I was saving for technical reasons. For all of the reasons above 
outlined, that their premiums are lower, and guaranteed, and thei1 
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reserves are smaller, as a pattern of the business, the average stock 
company needs to maintain a larger surplus than the average mutual 
company and as a generality, at least, that has been the pattern of the 
business. As a matter of fact, the New York law limits the surplus of 
domestic mutual companies but does not restrict the surplus of stock 
companies. The average of total surplus funds as a percentage of 
assets in the entire business is something over 7 percent. That is a 
7-percent margin over liabilities, and that includes your voluntary con- 
tingency reserves, and when I say surplus I mean all margins over 
liabilities. 

The average stock company policyholders’ surplus is somewhat 
higher by necessity because of smaller premium income and the main- 
tenance of lower reserves against equal liabilities. 

[t is also true that younger and smaller companies need a larger 
surplus because of the possibility of greater fluctuation in mortality 
experience and investment result. Again, as a generality, this has been 
the pattern of the business. 

As a matter of fact, a safe margin of surplus over stated liabilities 
is an individual company problem depending upon the type, character, 
and spread of insurance at risk, the administrative expense ratio 
achieved by the company depending on its type of operation and the 
stage of its progress, its reserve basis and the characteristics of its in- 
vestment portfolio. 

When we had 50 percent of all of our assets in Government bonds, 
in a pegged market, we didn’t need so much surplus. When our 
company had more than 50 percent of its assets in mortgages, we 
needed bigger margins. We had bigger returns, but when you get 
bigger returns you need much larger surplus because you have greater 

risk. It isa problem to which no one but the management can give 
an informed and authoritative answer because such surplus to be ade- 
quate must be proportioned to both the magnitude and the character 
of the risk. 

Some companies reach for a very select market, practice very, very 
strict underwriting, and other companies serve the generality of the 
public, specifically take in more people. They use more liber: 1] under- 
writing and have higher mortality. 

Some of them write substandard risks and some don’t. Nobody but 
the management knows just what risk there is there, and what the de- 
viation is going to be, and the characteristics of their company port- 
folios, whether it is heavy in mortgages, heavy in high-grade bonds, 
or more in private placements, or more in Government bonds. All this 
has a great effect upon what is a safe surplus. It takes a great deal 
of analysis to tell. 

The actual surplus now maintained by the various companies is 
significant. It has been accumulated to the present level without the 
impact of tax policy as an influencing factor. By that I mean they 
have put up the surplus that they think they should have, without 
arrangement or rearrangement under any circumstances for tax avoid 
ance, which the Supreme Court has said is all right just so it isn’t tax 
evasion. 

The fact that stock companies have put a larger proportion of their 
vearly margins into surplus and used less for the distribution of divi- 
dends to stockholders is complete proof of the necessity of present 
surplus levels in proportion to liabilities in the judgment of the man- 
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agement. Every manager of every enterprise likes to pay ¢ lend 
to stockholders as circumstances justify. 

In life insurance, there has been ho tax Impact in connection wit! 
dividends, vel the record discloses that with few ex eptions, aly de} 
distribution to stockholders has bee extremely modest simply becaust 
the character of the business did not justify paying larger dividend 
und still permit the maintenance of adequate total surplus funds 
proportion to liabilities, for the protection of policyholders 

As a matter of fact, many thoughtful men in the business seriously 
believe that in view of the reserve structure the business may be unde) 
capitalized. It is true that in the last few years apparent margins re 
maining from yearly operations have been greater and therefore a 


cretions to surplus have been larger than in the depression years of 
the thirties or in the forties when rigid control of the investment 
markets seriously limited a normal investment return. That has beet 


true since 1950 particularly. 

However, life insurance Is a long term bu IneSs, Kconoml ce 
ditions are subject to serious and sometimes sudden change. [t 
wisdom as old as Joseph's in the day of the Pharaohs to save in the fat 
years for the lean vears to come. 

Life insurance has been able to withstand the shocks of w il. pest 
lence, and panic because it has been permitted to build strength 
day of prosperity against the day of adversity and, parentheti ally. 
few things in our whole economy make more difference to more peo] 
than the assured st reneth and incontestible solvency ot life msurans 

Furthermore, money rates have already eased considerably a irins 
1954, and in the judgment of most experts, the long-term trend of 
investment earnings is definitely downward. The last long-term Gov 
ernment bond issue which showed an average vield of 3.16 percent 
for the year 19553—that is the end of 1955—was selling at a 2.65 pei 
cent yield basis in October of this year. Triple A corporates ha 
dropped from 3.20 percent to 2.89 percent. Double A’s had droppe: 
from 3.31 percent to 3.05 percent and A’s from 3.47 percent to 3.14 pr 
cent. Furthermore, most of the market bonds purchased | YOY an 
1953 were issues containing a callable pl vision and therefore a1 
subject to refinancing, ancl many are now being called. ‘| heat 3 Just 
as soon as interest rates go down. A moderate decline in the current 
unprecedented building boom could easily result in an oversurplus of 
investment funds in this field and a consequent reduction in 1 
ment return. 

The point is that the last 2 or 3 years have been untypical, pro 
viding greater margins than normal in the last decade. This em 
phasizes the long-term nature of the life insurance business and that 
the tax structure should not be built around the operations of 2 o1 
particularly favorable years but should he based on he lone tern 
view. 

Mr. K Nox. Mr. Adams, going back to page Zo, at the bottom of 
03: you relate the increased margins in recent vears to better 
ment returns, yet has not a large part of the increased margi 
due to the more favorable mortality rate ? 

Mr. Apams. I am talking about the last 2or3 years. There has beer 
little change in that period. There has certainly been a mortality 
trend in the last 20 years that has been favorable. People outside the 
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business take that as an absolute fact that can be depended on for years 
to come. 

Rates of interest have increased, also. In consequence rates in non- 
par companies are down and also in the mutual companies. Dividends 
have been increased. This mortality saving in the mutual companies 
goes back to the policyholders. 

But there is some dissent. We believe at the middle ages probably 
the limit has been reached so far as spectacular new ‘advances in 
mortality are concerned, There is a body of medical thought, for 
instance, that a lot of these wonder drugs are wearing out. The germs 
build up immunity. What caused the great influenza death rate of 
1918 was that we had a different kind of influenza than we ever had 
before. It was antisymptomatical. Drugs we had wouldn’t do the 
job. People died when they thought they were getting well. This 
epidemic came on us just as suddenly and unexpectedly as it would 
come on us today. Everything pointed to the decreasing mortality, 
and suddenly this antisymptomatic scourge hit this country. It is 
true we didn’t have the drugs we have now “but the dr ugs we had then 
we thought were effective, but this came from a different kind of a 
germ, 

Now, we don’t know. People outside the business are a good deal 
more complacent than people inside the business are about the abso- 
lute decrease in mortality over the years. 

But I want to tell you this which you may or may not have thought 
of, that the improved mortality is not all to the good for life insurance 
companies. As the companies get older, a very large amount of the 
insurance proceeds from death claims are held by the companies and 

paid out monthly on a guaranteed annuity basis. The older people live 
onger as we get improvement in mortality. There is a very serious 
deficiency in that part of our funds that we have in annuities. A very 
important problem of most well managed companies is to strengthen 
such reserves. 

In my little company, when a man died and left $1,000 death claim, 
and his widow decided to take a life income, we put up $1,250 instead 
of $1,000 because this mortality is much better among older women. 

Now, we have reached, we think, about the limit in mortality im- 
provement at the younger ages. Now, there isn’t any question that 
there has been a gradual improvement in mortality, and that has been 
an offset during the years that our interest rates were not sufficient to 
maintain our reserves in some companies. We were down to 2.8 per- 
cent and our average reserve was over 3 percent. In the last 2 or 3 
years there hasn’t been sufficiently significant increase to account for 
this margin, and I will give you an illustration. 

For instance, excuse me for talking about the Ohio State Life 
Insurance Co., but I can talk authoritatively about that. A lot of 
people do not quite understand this. We counted mortality in the 
Ohio State Life at $18,000 a point—that is, if mortality was 50 per- 
cent, it would be 50 times $18,000. One quarter of 1.percent interest 
amounted to $175,000. Therefore, one quarter of 1 percent interest 
made almost as much difference to us, as a drop of 10 points, or 25 
percent in mortality. 

So I am not discussing with you anything but a qquestaten of degree, 
but I assure you that the larger margins in these last 2 or 3 years 
have come largely from the improved ‘interest rate, and it is turning 
down. 
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Now, you won’t see it this year, in 1954. Only a certain portion 
of assets are invested each year. But there isn’t any question that 
the trend is down, and it goes down faster than it goes up because 
market bonds almost all have callable provisions. 

Mr. Knox. I would like to go one step further. Relative to income, 
and referring to term and group insurance, is it not true that mortality 
savings are an important element as far as income is concerned for 
many companies with a larger portion of term and group insurance? 

Mr. Apams. I, sir, have had very little immediate experience with 
group insurance. We have just a piddling amount in my company. 
There are people here who can discuss that with great authority. 

I have this impression, that the margins in group are very small, 
and that is why most of the small companies have not gone into it. 
It is the battle of the giants pretty largely, and some of my large 
company friends don’t like me to call them that. The competition 
has been so great that they have cut down the margin so low that about 
all it amounts to is that the companies are getting merely a manage- 
ment fee for operating this group business. The stock companies, 
as well as the mutual companies, return to group policy holders the 
difference between the projected experience and their actual experience 
in mortality. 

Now, of course, this isn’t in the market place, but in this group 
Government life insurance that we worked out for the Government 
employees, if I remember rightly, we guaranteed a rate and then we 
estimated what that rate would be. We allowed, 
two-tenths of 1 percent for expense operation. 

Perhaps Mr. Fitzhugh is here, or perhaps Mr. Shepherd can tell 
you exactly, but I can tell you this, that the taxes that we had 
pay to the State were almost twice all of the margins of both expenses 
and possible profit against a guaranty that if mortality went up higher 
than the rates contemplated we would suffer a loss. 

Do you have the exact figures?’ Mr. Shepherd tells me that seven- 
tenths of 1 percent is for contingency, and that goes up, and remains 
with the Government and we pay interest on it, and then at the end 
of the time they take that down. 

That was a contingency fund, something like a surplus. But the 
cost was very low, and I have been assured, and as I say there are 
expert group men here, that the margins in group insurance are 
extremely small. 

Mr. Curtis. Mr. Adams, could I ask you a question and refer back 
a little bit, again continuing to discuss this surplus, but referring 
to one State, New York, that limits the amount of surplus of the 
mutuals. 

As you point out in this statement, it is not limited as far as stock 
companies are concerned. 

Does the New York commissioner allow permissible reserve funds, 
that is, reserve funds beyond the minimum legal requirements? 

Mr. Apams. They all do. 

Mr. Curtis. New York does, too, then? 

Mr. Apams. Every reserve law in the United States is a minimum 
standard. Taxes weren’t thought of, and nothing was thought of 
when they were passed, except w vhat is a minimum standard of s: ifety. 
The companies have always been encouraged to put up stronger 
reserves at all times. 


remember, 
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Now, in New York and elsewhere they permitted a considerable 
increase in reserves because, bepemnee: these companies had half of 
their assets in Government bonds at 214 percent, and 3 percent didn’t 
look realistic at the time. 

Mr. Curtis. I wanted to make the distinction, and I am using New 
York for purposes of illustration. In New York there is what you 
might term a minimum reserve fund which you are all required to 
maintain. Beyond that there is a permissible reserve fund, I presume, 
and then there is a 10-percent limitation on surplus that is beyond 
what has actually been put into the permissible ? 

Mr. ApAms. It is above and beyond the reserve as authenticated 
and agreed to and permitted by the insurance commissioner. 

Mr. Curtis. So I presume if you had a company that had just 
minimum reserves, and which was going beyond the maximum 10 
percent surplus, the commissioner might suggest to the company offi 
cials that they convert some of their surplus to permissive reserves. 

Mr. Apams. They might suggest it to him. 

Mr. Curtis. That is what I mean. 

Mr. ApAms. Because after all, you know, you will have to excuse 
me, but I think it is fair to say that nothing that has been done in 

the life-insurance business has been done except with the idea of 
safety of the policyholders; and taxes or impact on taxes were not 
in anybody’s mind because we weren’t taxed on any such basis, and 
we thought we never would be, and we hope we never will be. 

The followi ing statistics relating to a group of representative stock 
companies, including the largest, “hi iving 60 percent of the assets of 
ill United States stock companies, are illuminating. 

In the aggregate, their proportion of capital and surplus funds to 
assets in 1942 was 8.6 percent. In 1953 it was 9.8 percent after paying 
dividends to stockholders averaging annually only 2.5 percent of the 
capital and surplus funds during the period. 

Had these companies been taxed at the present corporate rate on 
their annual increase-in capital and surplus before stockholders’ divi- 
dends year by year, their total surplus funds would have been reduced 
by over 30 percent, from 9.8 percent of assets to 6.6 percent of assets, 

figure substantially below the level generally considered adequate 
for this class of companies. 

Mr. Curtis. I wonder if we could have for the record, Mr. Adams, 
the detailed figures? 

Mr. Apams. C ‘company by company ¢ 

Mr. Currts. Upon which you base this conclusion, Could we have 
that inserted in the record ¢ 

Mr. Apams. You may have that. 

(Material referred to is as follows :) 


DeTAILS—EFFECT OF CORPORATE RATES APPLIED TO INCREASE IN SURPLUS OF STOCK 
COMPANIES BErPORE STOCKHOLDERS’ DIVIDENDS 


On page 25 of the statement of which this is a supplement, the reference 
is made to statistics relating to a group of representative stock companies 
These statistics given in the aggregate showed that if these companies had 
been taxed at the present corporate rate on their annual increase in capital 
and surplus before stockholders’ dividends, year by year, their total surplus 
funds would have been reduced by over 30 percent. The chairman asked that 
these figures be supplied for individual companies. 

At the end of 1942 these companies had assets of $4,183 millions, liabilities of 
$3.826 millions, and capital and surplus of $358 millions, or 8.6 percent of assets 
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At the end of 1955 these companies had assets of $12,299 millions, liabilities 
$11,098 milllions, and capital and surplus of $1,201 millions, or 9.8 percent of 
assets. During the 12 years they had paid $229,522,000 in cash dividends to 
stockholders, a return of about 2.5 percent upon the average capital for the period 

Had the general corporate-tax basis been in effect beginning with the year 
1942 and had the companies paid Federal income taxes on that basis, the assets 
at the end of 1953 would have stood at $11,879 millions, liabilities at $11,098 
millions, and the capital and surplus would have stood at $782 millions, or at 
6.6 percent of assets, a reduction of more than 30 percent from the actual figure 
of $1,201 millions. 

Had no cash dividends whatever been paid to stockholders during this period 
and had the general corporate rate been applied to the increase in surplus, the 
assets at the end of the period would have stood at $12,109 millions, liabilities 
at $11,098 millions, and capital and surplus at $1,011 millions, developing a ratio 
of capital and surplus to assets of 8.3 pereent, which falls short of the ratio of 
8.6 percent in effect at the beginning of the period 

Appended is a schedule showing the corresponding ratios for each of the 38 
companies included in the aggregates shown above. In making these calcula 
tions, figures given in the annual statements of the individual companies have 
been used. Other sources of data included tax returns as filed with the Treasury 
Department and published yearbooks 





K 
Rati Ss 
Rati Ra surpl . 
pital ar taland| t , 
C 4 ss aa st 
to asse _ 
1! 1942 + 
; { 
Million P. n } en P ent 
Aetna Life $2, 371 7.4 7.1 5.4 
American National 450 13.3 15.2 9.3 { 
Atlantie Life 78 9.0 40 6.5 ~ 
Bankers National 4} 7.4 12 2 7 6.8 
Business Men’s Assurance 121 14.1 8.8 df 4 
Capitol Life ___- 30) 6.1 10.1 6.1 ) 
Colonial Life 57 . 5. 6 7 
Columbian National 105 12 7.1 g 2 
Commonwealth - _. Wt 8 1.1 6.0 
Connecticut General 1, 17¢ 7.4 6.6 1.7 $ 
Continental American. RI 8. 1 6 6.2 ) 
Continental Assurance 285 1 10.5 5.3 8.1 
Federal Life 87 .2 8.2 4 8 
Franklin Life . - 253 8.3 6.5 i4 ) 
Gulf Life _- LOF 1.7 14.9 4 
Interstate Life & Health 7 32 12.3 18. 5 48 
Jefferson Standurd 356 12.9 9.4 2 ‘ 
Kansas City Life 288 7.4 7 " 7% 
Liberty Life 5 70 3 10.1 6 8.3 
Liberty National 144 9 B 13.1 { 7 
Life & Casualty 174 #' 16.2 16.1 3.4 
Life of Virginia 7 323 10. 1 0 7.6 ; 
Lincoln National E 959 7.7 ® 65 £9 ; 
Monumental _- 9 149 11.9 11.7 6. 4 .0 
National Fidelity 15 12.6 7.4 8.8 | 
National Life & Accident 478 10.0 14.6 6. ¢ 8.5 
North American (Chicago) 34 7.9 7.2 5.3 7.1 
Northwestern National 246 Pr 6654/9 8.0 7 
Occiiental (California 4 405 10.9 6.8 7 8 
Protective Life 5 5 11.5 Rf 
Provident Life & Accident RX 0. 4 2 ) 
Southwestern 208 9.5 6 7 ¢ 9 
Travelers 2.398 10.8 8.5 8 
Union Life (Arkansas 9 19 ‘ 
United Benefit 197 2 7.8 4 } 
Volunteer State 55 8.4 5.5 % 7 
Washington National 176 22.3 10. 5 12.9 
West Coast 60 8.2 41.7 5. 4 4 


Total l WY 8 8.6 6 F = 
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Mr. Apams. As a matter of fact, had these companies been taxed 
over the same period on the general corporate plan at current top 
rates, they would have suffered an actual loss in capital and surplus 
funds in relation to assets had no dividends whatever been paid to 
stockholders. 

Again, referring to my former company, in 1935 we had 11 percent 
surplus. In 1945 it had fallen to a little less than 9 percent. In 1953 
it has been built up to 10.4. In 5 years we put $3 million to surplus, 
and paid to stockholders $380,000. But 50 percent of our reserves or 
more are on 31% percent, and $22 million, or about 40 percent, on 3 
percent; and only about 10 percent are on 214. 

If we had the average reserving rate of the whole business, our 
surplus would be 8 percent; and if we had paid 52 percent in taxes, 
it would have been down to 4.5 percent. 

The point I am making is that you have to measure the surplus by 
what it is surplus over, and in the stock companies it is usually surplus 
over smaller reserves for technical reasons. 

I do not think that that is quite typical, but 214 percent has been 
the average of dividends of the companies referred to. 

In our company we put $3 million to surplus and $380,000 to stock- 
holders, but our 10.4 percent was no larger than the average surplus 
if we had had reserves up on the average basis, but we preferred to 
maintain mobility. 

In the staff report emphasis has been placed on the recent fantastic 
rise in the price of life-insurance stocks, presumably with the impli- 
cation that this fact should have some effect upon the income-tax 
structure. 

As well pointed out by Mr. Walter Menge, president of the Lincoln 
National Life Insurance Co. : 

The matter of taxation of life-insurance companies should not be judged by the 
price which stocks command in the stock market, but rather from the point of 
view of whether or not companies are able to maintain a satisfactory relation- 
ship of capital and surplus to insurance in force and liabilities. 

The present level of life insurance stocks is a phenomenon of, which 
we hope is not an omen in, the present bull market. 

On September 30, 1929, a share of stock in the Aetna Life Insurance 
Co. sold at $75 in the market. The book value was $18.78. The yield 
at market was 1.07 percent. On January 1, 1943, the market price was 
$15; the book value was $14.65; the yield was 4.6 percent. In June of 
1954, the market price was $134; the book value was $50.40; the yield 
was 1.68 percent. : 

This pattern pervades all insurance stocks as shown by the following 
figures of the Connecticut General, Continental Assurance, and Jeffer- 
son Standard. 

(Figures referred to are as follows :) 


Connecticut General 
Jan. 1, 1948: 


Market price___--- hemeienenten sates oiiiels Shia ; manana 

Book value___--- ili einne At cn scistainasiaiadiienn \sesnsthbaianiaemertines sant ae 

Yield, percent Seneca cptoeatniaesiaieas- canal aciaiesin panos .._ 8% 
June 1, 1954: 


Dee Oe. © NCO hy ppc eredadamenctnenalltie ‘ctidiaieaiaiae apt raseattcinag mie tii a 
Book value__ --- mimveapepinrdechtiienaatiian icine shiilstel igihakdatacthibs calehationtd 
le ee Steiner ean nin tices iii liad 0. 67 
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The Continental Assurance Co. 
Jan. 1, 1954: 


Market price___-- hades Se Gein bie, Sauer | 

Te ree csencs tints therabicinlasooneriom mes fe saab esboniatacsan tes --- $47.15 

TRI ea bag icine ajo ninco e je i ae 6 
Dec. 31, 1953: 

I I ie a nartieinimennsteiieheetrceranaia os _. $125. 00 

Book vwalue..._....- be aio a be daten cb saci dita il ae tite. San te 

Yield, percent_......___....-_ (tie es Laid ides 1.6 


Jan. 1, 1948: 


Market price..*-....- Jib bie eee ‘ StL SL BRIGGS 

UN TI apc cab eneedn ence adtchelanare be tepin ek 25 

RARE: ORO st Linn tae nie soe nomen aspereen 3%o 
June 1, 1954 

Market price____- c ; . ee oe $70 

Book value..___- siinenengninnente ed ess aeeene : lS renal siceased + ae 

7G, Beecree._......—... euiea PRE TTE Si pitas c4-i-4 &, 14 


Mr. Apams. What I am attempting to show is that this present stock 
market has nothing to do with values. In 1929 life-insurance shares 
sold several times over the book, and in 1943 they sold under the book, 
and now they are selling again fantastically over the book. 

Mr. Curtis. May I comment there, Mr. Adams. That when you 
had mutualization of some of these stock companies, apparently the 
market estimates were not so out of line, because the stockholders were 
granted certainly tremendous increases in the value of their stocks. 

Mr. Apams. That, of course, is a different subject, but what I am 
trying to show here is that this is a phenomenon of this bull market 
and the situation is not much different than it was in 1929. 

Mr. Curtis. I know you are trying to do that, but I am suggesting 
to you, sir, that perhaps it isn’t a phenomenon of the market and per- 
haps we are actually talking about the real value of the stock. You 
can test that by looking at the times when a stock company mutualizes, 
and find out what the court has actually said belongs to the stock- 
holders. The staff report contains certain examples of that, and I 
think the two matters should be considered together. 

Mr. Apams. All right. I am not now talking by the book, but I 
think it is true that a life-insurance company has never been mutual- 
ized—that is, a stock company has never been mutualized—at over its 
book value. 

I will endeavor to integrate that. You have spoken of the Western 
and Southern. The Western and Southern in the life insurance busi- 
ness is as unusual as Woolworth is in the general retail field. There 
have been 150 life-insurance companies in which stockholders have 
lost money, and have gone out of business in the last 15 or 20 years. 
In the case of that mutualization in 1948, there wasn’t anything like 
this present stock price. If there had been, the man who had pur- 
chased such stock in advance would have had a very, very poor return. 

What they did is that, as I remember it, out of $56 million, or some- 
thing, they took out $40 million and let $16 million in. So it was 
mutualized at about 70 percent of the book value. 

You see, the book value would be their surplus, and as related to 
these figures the book value of one share of stock would have been, we 
will say, $56, or whatever the par was. They took out $40 million, 
and left practically $16 million, so they mutualized at that proportion 
of the book value of that stock at that time. 
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Mr. Curtis. Do you not think though—— 

Mr. Apams. If they went beyond that, they would be utterly in- 
solvent. 

Mr. Curtis. Do you not think that the market values reflect the po- 
tential investors’ ideas of what would be the value? 

Mr. Apams. Let us follow that for a moment. You take the Con- 
necticut General, the first one on the list here, and the book value 
is $146. That is the value of the surplus per share. 

Now, if it were mutualized it couldn’t be mutualized at more than 
$80 a share, or $90 a share and leave any surplus at all. They are pay- 
ing $325 for it 

Mr. Curtis. Let us take for example in the staff report, on page 28, 
the Reliance Life sold to Lincoln National Life Insurance Co. 

Mr. Apams. That was not mutualization. 

Mr. Curtis. But it was a purchase. 

Mr. Apams. You see, the same principle applies, and the only reason 
I used mutualization was that that was a point at which there was a 
determination of what the stock that the stockholders owned was 
worth. 

Mr. Curtis. That was a determination, and so in a sale you would 
get the same situation. Your investor, of course, would be looking 
either from the angle of a possible sale or a mutualization. I suspect 
that they are not ignorant in putting these prices on these stocks. 

Mr. Apams. The Lincoln National people are not dumb at all. 
It is one of the outstanding life-insurance companies in America, and 
if you haven’t received it you will have a letter from the president 
thereof, telling exactly why they bought this company and the reason 
for the purchase price. I can give it to you in a very few words. 

Mr. Curtis. I am not interested in that at all. 

I am interested in one thing and one thing only, which you have 
been directing your attention to, and that is the value of the stock, and 
the fact that it does increase in value, and the fact that these market 
values of the stocks ‘of life-insurance companies have increased to 
this extent and we want to know the reasons for it. 

Mr. Apams. That is what I am here to try to explain if I can. 

It resolves itself into three things. One is that the market price is 
not reflective of the book value, and therefore of the real value. As I 
have demonstrated, it was selling for several times book in the market 
in 1929. I am going to get to each one of these points. It is three- 
pronged. 

Life-insurance stock was selling considerably under book value in 
1943, at the low point in the market, and it is now selling fantastically 
over book value. It can’t be because there is a hope of mutualization, 
because no life-insurance company could ever be mutualized for more 
than a percentage of its book value, so when it is selling for twice 
or three times its book value they are not looking toward mutuali- 
zation. 

Now, the third one is the matter of reinsurance.: In the case of 
the Lincoln that is important. That is as unusual as when the New 
York Yankees bought Babe Ruth at $100,000. The Lincoln National— 
I hope I am not talking too much about a single company—the Lin- 
coln National has been one of the fastest, if not the fastest growing 
company in America. It went into the reinsurance business and went 
into the substandard business and its growth has been tremendous. 
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It has gone up to perhaps $5 billions of insurance in force and the 
company, only started in 1906. 

Roughly one-half of their business was reinsurance, and their agency 
force was not up to their insurance in force. It costs a lot of money 
to build and train agents and so forth. Furthermore, they were not 
balanced geographically in this country. 

The Reliance Life had to sell and this wasn’t a cause of their reaching 
out. It was owned by the Mellon Bank, and the SEC made them di 
vest themselves first. of the Mellon securities and then said the bank 
could not own the life-insurance company. 

The Lincoln was the only company, practically, there. They paid 
extra over book value for the agency force of that company, and 
representation down in a part of the country where it had not 
developed. 

The two outstanding cases where there have been big profits, have 
been the Western and Southern and the Lincoln National purchase of 
Reliance. They, as I say, are as unusual in the business in my opinion, 
as Woolworth’s was. 

Mr. Curtis. Would you not agree that undoubtedly those two 
examples have an impact upon the market value of these other stocks? 

Mr. Apvams. Indubitably. I don’t know whether this is a sound 
ing board or not, but when the uninformed public that has been buying 
these life-insurance stocks at these fantastic prices lose they can’t 
shake their gory heads at any life-insurance man, because we have 
all been warning them against buying. We think these prices are 
murderous. 

Mr. Urr. I can see why the Lincoln Mutual or the Lincoln Life 
stock company would be buying something over and above the assets 
of the company, because they wanted an agency force. But the indi 
vidual buying in the market—do you think that the general pub lie 
could analyze the life-insurance-company balance sheet and know 
whether those are true reserves or whether they are true surpluses ? 

Mr. Apams. Of course they can’t. 

Mr. Urr. Do you think they do? 

Mr. Apams. One of the outstanding brokers in America, one of the 
firms, has sent out reports attempting to show what the price should 
be in reference to book value. Now, the book value is the number of 
shares divided by the surplus of the company, isn’t it? That is what 
makes the book value. 

Mr. Urr. That is if it is a true surplus. 

Mr. Apams. But they make no distinction whether companies have 
3-percent reserves or 314-percent reserves, or whether they have a 
lot of annuity business book value over what makes an awful lot 
of difference. Take two of the largest stock companies in the coun 
try. Company A has 80 percent of its reserves in 314s. Company 
B has 40 percent of its reserves listed at 314. You can’t compare the 
surplus of these two companies. That is ‘like saying pigs are pigs 
and they are not at all. 

Mr. Urr. What I am getting at is that the buyer in the market does 
not know the other background of the company, and the fact that 
they may have to dip into ‘those sur pluses to pay those fixed contracts, 
and they eliminate that surplus, and the true book value is not actually 
represented. 
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Mr. Apams. You are 100 percent right, Mr. Utt, and I will be frank 
enough to say that this whole movement started when the Lincoln 
did buy the Reliance and brokers sat around and said, “Where have 
we been,” and they began to push the stock. 

In my former company we had $7 million surplus to $70 million 
assets. We would only have had 6 percent surplus if we had the same 
reserves as the average. But our stock sold for $40 a year and a half 
ago, and they are now paying $100 it it. The company is paying 
$1 a share, 1 percent, in dividends. I did everything I could when 
{ was there, to tell my friends “Don’t buy it,” and now I am a fine 
guy because other people paid more for it and made a lot of money. 

‘The point I am making is that I am not saying that nobody has ever 
made money out of a life-insurance stock, or that it isn’t a sound 
investment. 

If you want an investment with a small return that is pretty sure 
or has been over a period of time, it is fine. But now is the first time 
since 1929 that the speculators have gotten in the market. I don’t 
know what is going to happen to the general stock market; it may be 
pretty’sound, but I can almost guarantee what is going to happen 
to the life-insurance stock market. 

Mr. Currts. You feel if the stocks are mutualized, they would be 
limited to the book value, and perhaps even less than book value? 

Mr. Apams. They have to be, because they have to have some sur- 
plus left, you see. 

Mr. Curtis. I have just sent, incidentally, for this letter from the 
president of the Lincoln and I think perhaps it was written for inclu- 
sion in the record; was it? 

Mr. Apams. No; he asked me if it was all right, for this record, but 
not a part of my presentation. 

Mr. Curris. I mean a part of our record, because I was thinking 
we would certainly want to include that. 

Mr. Apams. I have given these several instances 

Mr. Curtis. It is almost 12:30 and we happen to be at a pretty 
good cote point, and perhaps you will then pick up your thread 
where we interrupted you. 

We will adjourn until 2 o’e “uN k. 

(Whereupon, at 12:30 p. m. the hearing was recessed to reconvene 
at 2 p.m. the same day.) 


AFTER RECESS 


(The hearing was resumed at 2 p. m., pursuant to the recess. ) 
Mr. Curtis. The committee will come to order. 
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STATEMENTS OF ROBERT L. HOGG, SENIOR VICE PRESIDENT AND 
ADVISORY COUNSEL OF THE EQUITABLE LIFE ASSURANCE SOCI- 
ETY OF THE UNITED STATES; AND CLARIS ADAMS, EXECUTIVE 
VICE PRESIDENT AND GENERAL COUNSEL OF THE AMERICAN 
LIFE CONVENTION ; BOTH WITNESSES APPEARING ON BEHALF OF 
THE JOINT COMMITTEE ON FEDERAL INCOME TAXATION OF LIFE 
INSURANCE COMPANIES OF THE AMERICAN LIFE CONVENTION, 
LIFE INSURERS CONFERENCE, AND LIFE INSURANCE ASSOCIA- 
TION OF AMERICA; ACCOMPANIED BY BRUCE E. SHEPHERD, 
MANAGER OF THE LIFE INSURANCE ASSOCIATION OF AMERICA— 
Resumed 


Mr. Curtis. You were right in the middle of your statement, Mr 
Adams? 

Mr. ADAMS. Yes, sir. I am glad to say we were not in the middle. 

Mr. Curtis. It is on page 25, I believe; is that correct ? 

Mr. Apams. Near the close of my part of it, although I have 1 or 2 
things I would like to interpolate. 

[ have illustrated here my contention that the present stock market 
does not represent true values, and I have this letter that I referred 
to of Mr. Menge’s about that very unusual situaticn that I would like 
to read in its context. 

Mr. Curtis. I wish you would. 

Mr. Apams. I have no doubt that the stock prices of the other com- 
panies mentioned in the report have followed the same relative course. 
The price range has certainly not been seriously affected by the tax 
pattern. Neither the bear market of 1943 nor the runaway bull 
market of 1954 is any real indication of true value. The one reflects 
undue pessimism; the other overdiscounts unalloyed optimism. It 
must be remembered that in many cases the nominal book value of the 
stock would be much lower even with the same liabilities if the reserve 
basis were higher. 

I think that, as a generality, we could say that if all the stock life- 
insurance companies in the United States reserved on the average 
basis of the whole business their surplus would be no higher than the 
mutuals and that is one reason that their surplus shows higher. 

One of the most thoughtful statements on this subject is contained 
in a letter to Hon. Thomas B. Curtis, chairman of your subcommittee, 
from Mr. Frazar Wilde, president of the Connecticut General Life 
Insurance Co., an outstanding executive of one of the leading stock 
life-insurance companies in America. 

Perhaps you and your subcommittee would be interested in certain observa- 
tions. On page 28 (of the staff report) there is a discussion of market prices of 
life-insurance stocks and certain conclusions are drawn. The observations do 
not fully reflect the very unusual market conditions which have developed. 
Reference is made to the so-called fashion of the day for the purchase of low 


current income growth stocks. There are various reasons which impel purchasers 
to accept low current yield in exchange for what they hope will be ultimate 
gain. 

The phenomena started in the major stock markets but spread some years ago 
to the so-called over-the-counter market. Obviously, it is a form of highly specu- 
lative investment. It may or may not be remunerative for the participants. 
Fashions in stock buying have had unhappy results before and could again. 
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To infer, as this presentation does, that such a purchase is a wise, sound, and 
considered judgment based upon surplus and other book values is far from the 
facts. It is a deliberate and extreme form of speculation. The buyers of recent 
years have included many who do not know the important difference between a 
stock life-insurance company and an industrial. A well-managed life-insurance 
company is required by necessity as well as by traditions of the business to 
maintain a large surplus, Such a surplus by normal business standards seems 
excessive. We in the business know that our surplus funds—far from being 
excessive—are on the low side. Those of us who were in management from 1929 
to 1933 have not forgotten. We saw larger surpluses than we now have wiped 
out. Out of gains in the business in the years when we were lucky enough to 
make them, we must and will assign to surplus account an amount which will 
maintain at least a proportionate surplus increase to the increase in liabilities 
for that year. Because the well-managed companies will not pay out this surplus 
to stockholders, anyone who purchases stock on the basis that they will is due 
for a rude awakening. 


Now, this letter is addressed to you under date of December 6, 1954, 
from Mr. Menge of the Lincoln National, pointing out the very unusual 
circumstances which are in no wise typical in relation to the purchase 
of the Reliance by the Lincoln as follows, and I would like to incorpo- 
rate this in my statement: 


DECEMBER 6, 1954. 
Hon. THomas B. Curtis, 
Chairman, Subcommittee on Taxation of Life Insurance Companies, 
House of Representatives, Washington, D. C. 

Dear Mr. Curtis: I have read with considerable interest the publication of 
your subcommittee entitled “A Preliminary Statement on the Facts and Issues 
With Respect to the Federal Taxation of Life Insurance Companies.” This 
strikes me as a rather complete and adequate discussion of the problems related 
to the subject of Federal income taxes on life-insurance companies. Your sub- 
committee is to be commended for its comprehensive presentation of this complex 
and difficult subject. 

It is not my purpose here to comment on the merits of the various ideas that 
have been included in the report. There is one point, however, mentioned in 
this statement which particularly attracted my attention. On page 28 of the 
report a specific reference is made to the purchase of the Reliance Life Insurance 
Co., of Pittsburgh, by the Lincoln National Life Insurance Co. in 1951. The 
report, after giving the total price paid by the Lincoln for the stock of the 
Reliance, goes on to say: “Such a price, it is argued, implies that the purchasing 
company considered that the assets they were buying exceeded the necessary 
reserves for the insurance business which they were reinsuring by even more than 
the reported capital and surplus of the seller.” In accounting parlance this 
sentence merely says that the price paid for the company exceeded the reported 
book value of its capital stock. Of this fact there can be no question, but no 
explanation is given in the report as to the reasons for the payment of a price 
in excess of the book value. 

As a background I should state that the Lincoln actively entered the field of 
life reinsurance about 35 years ago and has become increasingly active over the 
years—so much so that our reinsurance activities have outstripped the produc- 
tion of new business through our own direct-writing agency forces. In the pur 
chase of the Reliance, a major consideration which was not reflected in the 
balance sheet of the company consisted of an aggressive direct-writing agency 
force producing approximately $100 million of new business annually. A com- 
parable increase in our agency force in a short period of time by any other 
method would have been practically impossible. Even if rapid expansion could 
have been accomplished, it could only have been done at a considerable cost. It 
is generally recognized in the industry that agency development and expansion is 
an expensive proposition. . 

Furthermore, this addition to the Lincoln field force was concentrated largely 
in the Southeastern States, an area in which the agency activities of the Lincoln 
had not been developed adequately. The Reliance supplemented our own agency 
force without an appreciable amount of overlapping. In my opinion the pur- 
chase price we paid for the Reliance included a substantial allowance for their 
agency organization. 
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Another consideration in our determination of a proper price for the stock of 
the Reliance was the Lincoln’s desire to enter the field of personal accident and 
health insurance. This had been under advisement in our office for several years 
prior to 1951, but the lack of an adequate home office staff with a background of 
knowledge and familiarity with this type of business had deterred us from any 
action. The Reliance, on the other hand, had been active in the personal 
accident and health field and it possessed a fine nucleus of trained home office 
and agency personnel. The acquisition of this personnel, through the purchase 
of the company, enabled the Lincoln to materially hasten its entrance into the 
personal accident and health field. 

This letter was written with the thought that your committee would be in 
terested in our thoughts respecting these collateral factors included in the price 
we paid for the Reliance. 

Sincerely yours, 
W. O. Meneer, President 

Stock companies have a large amount of insurance outstanding, 
much of which has been in force for many years, upon which guar- 
anteed premiums have been calculated at a time when the assumed 
Federal income tax liability was very small. If such charge were 
greatly increased it would have a retroactive effect which would be a 
serious matter to many of them. It can be demonstrated beyond per- 
adventure that a very large number of typical stock companies could 
not have maintained an adequate surplus in relation to assets and 
liabilities if the corporate tax rate of 52 percent had been applied to 
their yearly increase in surplus in recent years. This is true even 
though such companies have in the aggregate paid very modest divi- 
dends to their stockholders. With the present rate structure of non- 
participating insurance guaranteed far into the future, with the present 
reserve struct ture considering the fact that two-thirds of the stock 
companies in the United States still have more than 50 percent of their 
reserves on a 314 percent basis—it is absolutely certain that many stock 
companies could not pay the going corporate rate on the so-c alled total 
income basis and maintain sufficient margins of safety to assure their 
solvency in critical times. It would certainly be a kiss of death to 
many of the younger and smaller companies. 

In this connection, I have gotten some figures just this morning 
which indicate what I suggested a moment ago: That there are those 
who argue that because mortality savings go back to the policyholders 
in mutual companies and mortality savings, if any, are available for 
increase in surplus and ultimate distribution to stockholders in the 
stock company, that there is a large margin of taxable income there 
that goes untaxed. Well, now, I showed in my own company that 1 
point in mortality was $18,000 and one-quarter of 1 percent increase 
was almost as much as 10 points of mortality, $175,000 to $180,000. 

I would like to introduce this in my statement which I will file. 

It is assumed by some that stock life insurance companies have 
large untaxed margins arising from so-called underwriting gains. 
The argument is that mortality savings—that is, any difference in the 
amount of estimated death claims and those actu: ally paid—are re- 
turned to the policyholders of mutual companies, but in the case of 
stock companies represent a clear profit to stockholders. If the two 
classes of companies charged equal premiums for the same risk, this 
would be a valid point of real significance. However, nonparticipat- 
ing policies must be priced competitively if they are to be salable. 
The guaranteed rates charged for such contracts must compare favor- 
ably ‘with the estimated ultimate cost of participating policies which 
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they meet in the market. Nonparticipating guaranteed rates must 
discount in advance the equivalent of the probable dividends to be 
distributed over the years to mutual policyholders. If such discount 
is not realistic, the policy is not salable. As a consequence the non- 
participating rate is based on lower mortality assumptions, expense 
estimates, and usually a higher interest earning forecast. 

If stock companies must price their product on a guaranteed basis 
to met competitive mutual contracts which assume that all mortality 
savings and excess expense loading will be returned to policyholders, 
it is obvious that so-called underwriting profits have been greatly 
exaggerated as a source of taxable income. Certainly they ¢ annot 
be measured except over a period of many years. I have illustrations. 

Mr. Curtis. May I ask a question before you go on? 

Mr. Apams. Yes. 

Mr. Curtis. Are we talking about mortality gain, though, over 
and above the amount that is realized and antic ipated perhaps? 

Mr. Apams. All mortality savings of all kinds is returned by the 
part icipating « pn any to the participating policyholders ultimately. 
There Is NO p lace else for it to go. 

Mr. Curtis. If that is so, does not bring up the question of whether 
these funds do actually get back to the policyholder, which is a large 
question in itself? The question I am asking now is confined solely 
to the problem that when we talk about mortality savings, ther i 
a certain mortality saving that is anticipated at the Hind the mutual 
charges its premiums. However, I thought that our talk about mor 
tality gains was over and above that estimate. 

Mr. Apams. No, mortality savings, I call it. 

Mr. Curtis. Savings? 

Mr, Apams. Gains are mortality savings. A mortality gain is 
what you pay out less than you thought you would pay out by the 

table that your rates are built on. 

Mr. Curtis. I am trying to reduce the mortality gain into two fae 
tors. One, a company knows that it uses a very hi beral mort: lity table 
and it anticipates that fact. They actually do turn some of the 
monthly saving into a dividend and that is a sales argument. But, 
beyond that, I think the question the committee was referring to was 
the savings beyond what was anticipated. 

Mr. Apams. I undertake to say that no doubting Thomas will re 
main when we complete this testimony that ultimately all mortality 
savings in mutual companies go back to the policyholders. Now, 
some of it could be held just like everything else. against contingen 
cies on this ground, sir: you have mortality savings in 1953. ors 
haps you hs ud good mortality. You do not put every single dollar 
that back that year, because you might have much higher, very muc ch 
higher, mortality losses the next year, but over any long period of 
time the policyholders as a class get ‘the mort ality savings—I call 
them, you call them mortality gains—go back to the policyholders 
and there is no place else for them to go. 

The point I am making is that in the case of stock companies it 
is not an equal thing, equal cost for equal risk, and the stock ecom- 
panies have to price “their product assuming that all these mortality 
gains will go back to the policyholders, and I would like to show you 
how it has worked out in practice in a group of companies in the last 
20 years. 
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I would like to submit this table. 


Premium rates—Stock companies 


Company A. 
Company B 
Company C 
Company D 


Actuai experience—Mutual compan 


Ordinary 

Company A: life, age 35 
Gross premium_- a $28. 11 

23 


! Ordinary 
} Company D: life, age 
Gross pre im : $26.3: 
Net premium ‘ 20. 23 | Net premium 21,2 
Company B: | Company BE: 
Gross premium .11) Gross premiun J é 26 
3 | 
| 
| 


35 
Net premium Net premium 20. 87 
Company C: Company F: 
Gross premium 28. Gross premium 27. 00 


4 


Net premium __ : Net premium__- 21. 04 


This table shows, I am.using the four largest stock companies, at 
ordinary life age 35, and that is a comparison that is used very get 
erally throughout the life-insurance business, Company A charged a 
nonparticipating rate in 1934 of $20.06 a thousand. Company Bb 
charged $ $20.06: Company C, $20.06. This is before they made life 
insurance interstate commerce and put them under the Sherman | 
and you see they had exactly the same rates. But Company D 
$19.91. That is what they charged 20 years ago. 

In the case of six typical ordinary-writing mutual companies, here 
was the picture: 

Company A charged $28.11 instead of $20.06, and they paid 
dividends so that at the end of 20 years the net premium was $ 
against the nonparticipating $20.06. 

C ompany B charged $28.11 and with dividends the 
$22.43 against the guaranteed cost of $20.06. 

Company C charged $28.11 and their net cost was $21.06. 

Company D charged $26.35 and after dividends their net premium 
was $21.27 


Company E, $26.35 and $20.87. 

Company F, $27, and $21.04. 

If you were to take some other 20-year period it might show a few 
cents difference the other way, but the point I am making is that when 
all the mortality gains go back to the policyholders in mutual com- 
panies, that the stock con apanies charge close enough to wh: at turns out 
to be the ultimate cost in mutual companies that they must have taken 
into account the mortality savings which go back to the mutual policy 
holders. They discounted it instead of returning it. There may be 
in some period of time mortality gains, in other periods of time mor- 
tality losses, but it does not. amount to a great big untaxed fund: that 
is the point I am trying to make, 

This general argument against the taxation of an increase in -sur- 
plus applies with equal force to mutual companies and pare ularly 
to a certain number of them which for one reason or another have 
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smaller than average surplus. If such companies were taxed at 52 
percent of their apparent increase in surplus year by year they 
would be compelled, in order to maintain sufficient margins of safety, 
to so reduce their dividend distribution to policyholders that they 
would be put completely out of the competitive field. Such a program 
would be self-defeating. 

A great, big, strong mutual that has built up a great big surplus 
under this corporate tax law for many years could hold their tax down 
to very little by increasing the amount of dividends they pay to 
policyholders. Dividends would be 100 percent dollars and the money 
they kept in surplus would be 50-cent dollars. Those that do not 
have a strong surplus could not do that, they would have to reduce 
their dividends in order to increase their surplus adequately. We 
have companies, and many of them, of both classes, and it would 
work very unfairly between them. 

Recognizing the fact that under the practicalities of the situation 
a tax on the so-called total income basis at current corporate rates 
could well prevent many companies from maintaining adequate mar- 
gins of safety, particularly in times of stress, a suggestion has been 
made that a 20-year loss carryback be resorted to to solve this diffi- 
culty. The theory is that under such a device companies could recoup 
losses to the full extent of taxes previously paid so that the tax “take” 
would in no event of itself enibingee the solvency of life-insurance 
companies. This is recognition that the long-term nature of our 
business makes it impossible to determine real profits on a year-to- 
year basis. This sounds helpful. However, it presumes no change 
in the tax law over a long period of time. No vested interest would 
accrue and the claims of a company could be extinguished by con- 
gressional amendment at any future time, particularly in times of 
stress. 

The companies affected would operate under a sword of Damocles. 
Furthermore, if the law did remain in force, it would not be self- 
executing. By this I mean, suppose they have lost most of their 
surplus and what they needed was not tax credits in the future but 
money right now ? 

It would be necessary for the companies which incurred a loss in 
any given year to secure an appropriation from Congress for their 
reimbursement. 

Mr. Munzus. Mr. Chairman. 

Mr. Curtis. Yes. 

Mr. Mitis. Mr. Adams, just for the record, there is legislation 
which automatically appropriates moneys for refund purposes so 
that it would not be necessary to secure an appropriation from Con- 
gress specifically in the instance that you refer to, because such a 
refund would include a refund based on a loss carryback or carry- 
forward. 

Mr. Apams. Under the law as it now is? 

Mr. Mitts. That is right. 

Mr. Apams. Now, in the 1942 law, I have been informed there was 
a carryback that was not carried through in the next law. It never 
came to us because our taxes went down. I understand that as it 
is now we would not have to go and lobby and say, “The Ohio Life 
Insurance Co. wants $100,000.” But if the industry would ever need 
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it in serious amounts, it would not be peanuts, it would be a great 
amount of money at a time when economic conditions are very difli- 
cult and we would be depending on a law which was something less 
than the Constitution of the United States in any event. 

Mr. Mitts. But it is the same law on which every business would 
be dependent. 

Mr. Apams. But most of them have short carrybacks. 

Mr. Mixts. I just merely made that point for the record. 

Mr. Apams. I recognize that. I remember the conference we had 
when Mr. Stam said, “Yes, and come and get the money back from 
Congress when they come back.” That would apply automatically 
if everything stays as it is, but the rest of this I still think is valid, 
and in anemergency I think that it might be valid. It would certainly 
be a slender and very weak reed upon which to base the solvency of a 
life insurance company. A claim for a tax rebate would be a poor 
substitute for surplus in the statement of a financial institution. 

Can you imagine the competitive power of an agent’s assertion, 
“Well, we do not have much of a surplus but the policyholder need 
not worry because if we get into trouble we have a nice claim against 
the Government that only requires an appropriation to get us the 
money.” 

It is also implied in the staff report that the application of the total 
income plan as applied to mutual companies would necessitate a con- 
trol of dividend distribution and control of reserve strengthening. 

They see the money going out as 100 percent dollars and dividends 
as 50 percent dollars, and there would be a tendenc y to pay out 100 
percent dollars ies ud of 50 cent dollars. 


Public Law 15 of 1945 definitely declares it to be the policy of 
Congress to leave the supervision of life insurance to the various 
States. Asa matter of fact, to be equitable and effective, such power 
would have to be granted on the whole reserve structure of all com- 
panies retroactively as well as prospectively. 

I mean, you could not say to me in my company, “Well, you now 

can afford to put up 214 percent but you cannot do it because the law 


has intervened but as to these companies that have already put up the 
21% before, that is all right.” 

It was also suggested today that you could fix the reserve, and I 
want to reply to that. 

Certainly just to make an unworkable Federal form of taxation 
apply to a form of corporation to which it does not logically fit, I 
am sure that your subcommittee would not recommend Federal con- 
trol of the major phases of life insurance management. This would 
bring Federal control of insurance in the back door and it would back 
in with a vengeance. It is unthinkable to us that in order to levy a 
higher income tax, Federal authorities should be given the right to 
second guess life insurance management as to how much should be 
returned to policyholders in dividends and what reserve basis the 
management should adopt for the security of its policyholders. This 
is a responsibility which even the State supervisory authorities have 
never assumed, 

They have fixed minimum reserve standards but they have never 
controtiad dividends unless they got so high they thought it impaired 
the company. They have never said you can’t pay out this much, you 
must pay this much. So a provision would not only bring on Fed- 
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eral supervision of life insurance but would constitute an impingement 
on the mangement of the trusteeship of life insurance funds which 
would be one of the most dangerous precedents which could be ima- 
gined. 

What determines the dividend policy of a mutual company depends 
on many things, its reserve structure, its surplus, the character of its 
business, what its expenses are, the stage of its growth, and so forth. 

Now, gentlemen, that is, I think, the end of my part of this presenta- 
tion, at least for the moment. Mr. Hogg, the chairman, will take over. 

Mr. Curtis. One question I wanted to ask at this time. Later in 
your statement, are you going into this question of the ultimate return 
of these surpluses to the policyholders? That becomes a most im- 
portant aspect of your presentation. That has been something that 

you have assumed in your statement. 

Mr. Apams. That is something I have assumed, and also in addition 
to Mr. Hogg there is going to be a distinguished gentleman here that 
that I think is going to testify tomorrow who is an actuary of one of 
the Jargest insurance companies in the United States. I am sure he 
will be glad to address himself to that proposition whether or not he 
is on the program. 

Mr. Hoge. Ins asmuc ‘+h as this question has been raised in the presen- 
tation of Mr. Adams’ statement and the thread of it runs all the way 
through the balance of my statement, it may be a little more logical 
to discuss it at this point. As Mr. Adams says, tomorrow there will 
be more testimony by this eminent actuary on the demonstration of 
the return of this surplus to policyholders. Now, of course, the very 
basis of mutual life insurance companies pr esupposes that, but the mere 
statement of that is not a demonstration by itself. The actuaries have 
consistently demonstrated the technical aspects of this, and they are 
satisfied in their own minds, and I have accepted the technical position 
of these actuaries that this is a fact that it goes back, but I think I can 
go beyond that a little bit in a demonstration of some figures which 
apply to the company with which I am connected. In other words, I 
think maybe in the overall picture I might be able to throw some light 
on the demonstration in a practical way. 

You start out, as Mr. Adams says, with the assumption in the com- 
putation of the rates of a mutual company that there is a margin there 
for interest, a margin for expenses, and a margin for mortality. 

Now, this goes back, as Mr. Adams has said, in the form of dividends 
to these policyholders. In the case of one company the interest factor 
may predominate, and in the case of another company the mortality 
factor may predominate, and in another case the expense loading may 
predominate. But if it did not, if these excesses did not go back to 
the benefit of the policyholders I wonder where else they could go? 
There is only one other place they could go, and that is into surplus, 
or for the purpose of maintaining, or restoring probably, an impaired 
investment picture. There is no place else for it to go. 

Mr. Mitts. I was just going to ask, Mr. Hogg, a‘ question, if they 
could not go for the purpose of dev eloping new business. 

Mr. Hoce. That isright. It goes for the purpose of developing new 
business and the new business, of course, is placed on the books at a 
cost in excess of the cost built into the premium at the time the pre- 
mium is acquired. In other words, there is a borrowing process there 
that is restored as time goes on, but the small surplus, this fund, 
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remains in a direct relationship, the relationship of the surplus to 
the assets remains unchanged. It is a revolving fund. The new 
group of policyholders coming in this year will have the benefit of part 
of that fund and before they go out it is restored or replaced to the 
extent that they have drawn upon it. 

Mr. Curtis. Except for one thing. Your industry has expanded 
so the new capital due to the new business could come from this just 
as it has possibly in the past. In other words, just as has been pointed 
out in stock companies, there needs to be a favorable investment to 

carry the large costs in the early years of doing business. Now, it is 

very possible : in fact, it is probable, that that is where these funds 
could go. Instead of getting it from stockholders this portion that 
theoretically belongs to policyholders becomes part of the corprate 
entity and never goes anywhere except that it remains in the corporate 
entity as a revolving fund for doing new business. But as your busi- 
ness expands the revolving fund, of course, must increase, and that 
increase comes from or could come from these mortality gains, gains 
over expenses, and so forth, that do not actually go back to » the policy y- 
holders. The only way we could demonstrate that is if we could see 
where companies set up on their books certain blocks of pelicies, and 
then when that group disappears off the books of the company, their 
pro rata share of the surpluses actually went out of the company and 
not to the remaining policyholders, but from a practical standpoint, 
that is pretty difficult. 

Mr. Hoge. Of course, the surplus itself stands there for the benefit 
of the policyholder himself. In other words, the present group of 
policyholders have a decided benefit, receive a direct benefit, from the 
existence of the surplus. 

Mr. Curtis. Mr. Hogg, may I interrupt just a minute to say this: 
When we use the term “policyholder” when we are talking about this, 
we cannot use that as a comprehensive term, we have to break it down 
into groups of policyholders, because each one written in this par- 
ticular group, in a sense, is segregated, because the mortality gains 
apply to that group and unless it comes back to the individual groups 
that go to make up the whole of your policyholders, it is just a fiction, 
really. 

Mr. Hoga. Let me suggest that the technical aspects of this be 
deferred until we present the actuarial testimony. As an incident, 
I have here the figures to demonstrate the surplus in the aggregate 
remains dedicated to the benefit of the policyholders in an aggregate. 
As to these figures of one company, they show the ratio of surplus to 
assets remained the same. As long as it remains the same during a 
substantial period of time, if these excesses were not returned to the 
policyholders in the aggregate they would naturally increase the ratio 
of surplus. 

Let me give you an example of our own company here. In spite 
of the growth of the Equitable, a very pronounced growth, there has 
not been more than l-percent increase in the ratio of surplus to 
admitted assets. Now, to me, that points up very forcefully the situa- 
tion. I cannot identify the classes of policyholders who received it, 
but in the aggregate, the surplus remains stationary in spite of the 
growth of the company. In other words, the ratio of surplus to 
assets remains stationary. 
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Mr. Curtis. Let me interrupt you a minute. Of course, now you 
are talking about surplus. What if you had taken a lot of surplus 
and marked it as reserves? There can be gains in reserves. You 
mean surplus and reserves ? 

Mr. Hoga. I mean pure surplus, because the addition to the reserve 
is still a dedication to the policyholders. It still stands there for his 
benefit and his protection. 

Mr. Curtis. As far as their particular problem, there is no distinc- 
tion between surplus and reserves because, as you say that is the policy- 
holder’s theoretically, but if the reserves are not needed for a certain 
group of policies that you put on the books, the overage theoretically 
goes back to the policyholders? 

Mr. Hoge. It would come back to surplus. 

Mr. Currts. So, for your argument, you must refer to both reserves 
and surplus, if there has been no increase beyond the 1 percent? 

Mr. Hoae. The point is, any reserve which would not be required 
would be released and come back into surplus and that would change 
the surplus ratio here if that were the case. The point is that the 
ratio of the surplus from which dividends are paid to policy- 
holders—— 

Mr. Curtis. Wait a minute. Unless I misunderstood you, you say 
the reserves come back to surplus ? 

Mr. Hoge. I said if they did. 1 do not know of any instance where 
that has happened. 

Mr. Curtis. In fact, that is one of the things I am greatly interested 
in, whether that ever does occur. It would seem to me, certainly in 
mutuals, if you were carrying through the theory of this thing, that 
at some time certain reserves would go to surplus. In other words, 
because of the regulations of your States, I do not think from previous 
testimony that you can get reserves back to surplus. Once you trans- 
fer surplus to reserves, it is pretty well pegged ; is it not? 

Mr. Ecos. Mr. Shepherd, here, and Mr. Guertin are both very com- 
petent in that area. 

As I said this morning, this is one of the situations where I feel I 
am not competent to express an opinion. 

Mr. Apams. I feel this is pertinent, that while something you said 
might apply to one company, the Equitable did practically no reval- 
uing of their life-insurance reserves, only on their new business they 
started to write, and so when the Equitable has this same surplus year 
by year, it is over the same kind of reserves and not a big change in 
the reserves. 

Mr. Curtis. Then it would become important to examine what were 
their original reserve requirements, maybe they were high to start 
with? 

Mr. Apams. Three percent, and only after they started writing new 
business. They did not go back retroactively to strengthen their 
reserves. 

Mr. Curtis. Were your reserves at a comparatively high ratio? 

Mr. Hose. Our associate actuary, Mr. Peterson, is here and perhaps 
has the figures on the relative proportion on the different assumptions. 
The 3 percent Mr. Peterson says is by far predominant. 

Mr. Curtis. I did not understand. 

Mr. Hoce. The 3 percent figure predominates very considerably 
today. 
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Mr. Curtis. About average in the industry ? 

Mr. Hoge. Mr. Chairman, I would like to turn this over to Mr. 
Shepherd to come through on this very point, because I recall when 
we had discussions last summer that it was quite obvious that you 
wished a demonstration of the return of surplus to policyholders, and 
I think that is such a technical actuarial subject that 1 would much 
prefer to have Mr. Shepherd discuss this point, because I see it is a 
very important point in your thinking. 

Mr. Curtis. We could do that, but if it were to come up properly 
in your testimony tomorrow, we could defer it until then, 1f you pre- 
fer. The reason | was glad to discuss it a little more in detail is to bring 
out the matters that the committee was interested in. 

Mr. Hoge. I think we can be able to produce a witness tomorrow, he 
is not here today, and he can fill in this gap, because, I frankly admit, 
it is not in my domain. 

Mr. Curtis. I might pose this other question, which you will be 
asked again tomorrow. If one new policy is issued as one retires, the 
loss incurred from selling the new policy would be recovered from 
the old. But if two new policies are issued for every one retired, 
would there not have to be a surplus from existing policies to cover 
the extra policy? That, in a sense, hits at the same thing, and states 
it in a little bit different language. I think we all know what we want 
to talk about. We will defer this matter until tomorrow, then. 

Mr. Hoee. Mr. Chairman, the next item in the statement is the 
distributed income as the tax base, and here again I am following the 
order set forth in the staff’s statement. 

The pros and cons of this approach are objectively set forth in the 
staff report. Note is here made that the business did recommend this 
base as a part of the overall recommendation heretofore made to your 
committee as an alternative tax method. The business was asked by 
your subcommittee to develop a formula to replace the 614 percent 
stopgap act. 

It will be recalled in 1951, when the 614 percent was put ‘nto effect, 
it was done so upon the recommendation of the business that it be a 
permanent formula and Congress did not go along on that, but estab- 
lished it as a stopgap basis. So that we were asked to come up with 
an alternative method to the 614 percent proposal. Our committee 
responded to this request but in doing so did not want its search for 
a new tax method to indicate a repudiation of its previous endorse- 
ment of the 614 percent stopgap formula as a permanent solution of 
the tax problem. 

Mr. Curtis. In other words, what you are saying is that the indus- 
try did not necessarily feel that it was stopgap, that it might actually 
be a permanent solution ? 

Mr. Hoae. That was our hope. 

Our committee did present the alternative, the basis of which is 
distributed income. The business reaffirms its support of the 614- 
percent formula in preference to the distributed income approach or 
any use of this approach as a part of any new formula. 

We did not carry the discussion of that beyond this point. 

Mr. Curtis. I was going to ask as to why the committee feels this 
distributed income approach is not as adequate. I think we are very 
much interested in knowing your judgment on that. 
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Mr. Hoae. When we presented the proposed formula last July, you 
will recall we stressed that the business was by no means unanimous 
in regard to the formula. I think we pointed out that there was strong 
opposition but that there was more than a prevailing viewpoint in 
support of it. 

Mr. Curtis. If I might here, I ought to state that what you have 
said is accurate. The committee did ask the industry to reexamine 
this to see whether or not in their judgment there might be another 
method. I, myself, expressed the theory that we had regarded this 
as stopgap, and we are looking for permanent legislation, but that the 
stopgap itself was not to be disregarded necessarily, and we might 
revert back to it. So that part should be quite clear. 

I want to Say this: That the committee dee »ply appreci: ated the work 
that the industry did in this field in pursuing a possibility of another 
formula. 

I want you and the industry to feel perfectly free that this com- 
mittee is not binding you and was not binding you at all in respect to 
the work you were doing in those preliminary stages. We regarded 
it as preliminary. 

Mr. Hoge. We approached it on that basis, and you may be inter- 
ested in some of the happenings after the presentation of that formula. 

Mr. Curtis. Yes. 

Mr. Hoge. When we developed what we thought was the logic of 
the formula, we commenced to measure it against the actual impact 
of the tax. It was quite drastic in many areas. So that we added 
another factor which we thought would maintain some semblance of 
the impact under present law. To do this we devised the alternate 
gadget, with which you are familiar. The result was that very few 
companies would be pay ing the tax on the basis of what was intended 
as the basic formula. We found out that the net effect of the new 
formula was to produce a tax for the business about where we started 
from, namely, a flat tax on net investment of income. 

But more than that, a number of mutual companies were very much 
disturbed over this idea of using a dividend to a mutual police vholder 
as a basis of fixing income-tax liability; that idea gained momentum. 

Mr. Curris. I think we had a little play on words there. It was 
not using it as a basis but as a measure. 

Mr. Hoae. That is right. Notwithstanding the substantial en 
dorsement of the formula, there did develop after we had reported 
back to you some very decided opposition, as I say, among the mutual 
companies particularly, and then the impact of the taxes to some of 
the stock companies was quite violent. Later your staff report, with 
its fine survey of the whole picture, reopened the whole question. We 
felt. that we had fulfilled our commitment for an alternative and 
were now in a position to reappraise our position on the basis of the 
staff report. 

That hits the highlights of the so-called distributed income 
approach, 

I want to thank the committee for getting a name for that: we 
did not have a name for it ourselves. You came out and called it 
the distributed income approach as a tax base, and I think you have 
given it a good name, very descriptive. 

Mr. Curtis. Let me ask, Mr. Hogg, there are going to be some 
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witnesses before the committee who are going into the detail basis 
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for their objections to this distributed income approach; is that not 
correct ¢ 

Mr. Hoge. As I understand, there are some of the people here who 
have asked to be heard who took very strong positions against this 
formula. 

Mr. Curtis. Yes. 

Mr. Hoaa. We encourage them to go ahea | and state the basis of 
their opposition. 

Mr. Curtis. Yes. We, of course, in the committee, did hear some 
of that in our executive session. I wanted to be sure that we were 


going to have some witnesses, at any rate, Who would go into the 
details of why they did not think that this distributed income ap 


proach was good. That method still is before our committee as a 
possible way of proceeding, so it is important that this record include 
the detailed objections to that. 

Mr. Hoe. I think it would be quite appropriate, and I am sure that 
there will be testimony on that. 

Mr. Minis. Mr. Chairman ? 

Mr. Curtis. Yes. 

Mr. Minis. Mr. Hoge, do I understand that it is the position of the 


“es 


industry that the 614-percent formula is preferable to any formula 
discussed in the staff report ¢ 

Mr. Hoge. Yes; that is correct. 

Mr. Mits. It is preferable to any formula about which the industry 
has any knowledge at all? 

Mr. Hoge. I want to say this: So far as I know the companies, with 


one exception, are supporting the 614-percent formula. 
Now. as ] Say, l clo not know, I have only heard ot one serious 


objector to the 61% percent. There may be more, but I have encoun- 
tered none in our committee. 
Mr. Miuus. Is it the 614 percent formula, or the ph losophy of the 


formula ? 

Mr. Hoga. Basically, the philosophy of the flat tax on net invest 
ment income, the flat tax. 

Mr. Mitis. While I am asking these questions, let me ask you the $64 
question. If that philosophy should be decided upon by Congress, 
should the 614 percent be retained or should that be adjusted to more 
nearly reflect the excess of investment income? 

Mr. Hoae. It would be completely divorced. Our line of thinking 
is that it should be completely divorced from any excess interest theory. 
It should be approached independent of that concept. 

Mr. Miutus. Is it your understanding that it is so approached how 5 
that the formula approaches the situation without regard to the excess 
of investment income? 

Mr. Hoge. I am inclined to think that it does. 

Mr. Mitus. I thought the formula was based on the philosophy that 
there is certain investment income that is excess to the needs of th 
company and we will strike an average, determine what that is. an 
levy the rate of tax upon that. 

Mr. Hoae. Let me again say that the 614 percent was evolved from 
the 1950 act. It was evolved from that, but in the hearings on the 
Senate side, I think it is in the statement further on here, the chair- 
man of the committee at that time, Mr. Adams, was very specific in 
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pointing out that the amount of tax was the maximum amount which 
the business felt it should be called upon to pay. 

Now, the practicalities of the situation were that Congress would 
not go from one base to another with any ensuing loss of revenue. 

Mr. Mitts. The main point that you are endeavoring to get over to 
me, I prenene, is this: that you like the idea of a flat rate of tax ap- 
plicable to the investment income of a company or the industry as a 
whole? 

Mr. Hoce. The flat rate, the smaller rate, on the broader basis. Now, 
there is a great deal to be said in favor of relating this to the corporate 
rate, that is a secondary consideration, but it is a very practical one. 
We do not urge that in the report, but I think if the Congress would 
go along with us on the flat tax and a lower rate on the net invest- 
ment income, we would be very happy to see that related to the cor- 
porate tax in some way so that the public would not misunderstand 
our position when they see that we are paying 614 percent on invest- 
ment income. I think that is a thing that would not affect the yield 
but there is much to recommend it. 

Mr. Mus. I think the industry is in a better light if such an ad- 
justment could be made. 

Mr. Hoge. I think we are all in agreement that it is a much better 
approach to it. But we thought the hasic thing was to establish this 
concept of the flat tax. In other words, go on from what we have now. 
We are satisfied with what we have now under the reduced rate on the 
broad basis, but if that is accepted, we think that the next thing is 
simply a matter of adjustment without any tax change in the yield. 

Mr. Miuts. Will you state without our interrupting you, in a sen- 
tence or so, just what it is in your opinion that the majority of the in- 
dustry wants Congress to do? 

Mr. Hoge. The majority of the industry, I would say the decided 
majority of the industry, wants the theory of the present stopgap 
preserved. 

The second point is the matter of the rate. There will be a witness 
here tomorrow who will analyze the impact of the present rate upon 
the business, but basically, we want to retain the present concept of 
the tax on net investment income. 

Mr. Mitas. A flat rate on net investment income is what you want? 

Mr. Hoge. Yes. 

Now, then, as a second step, if you want to relate it to the corporate 
rate to make a counterpart so you can adopt the corporate rate, I think 
that would be quite acceptable both from the standpoint of the Gov- 
ernment and ourselves. 

Mr. Mrs. In other words, all of the arguments that are being 
made now are being made for the purpose of showing the members 
of the committee that these other approaches are not as sound from the 
viewpoint of not only the insurance companies involved but the Gov- 
ernment itself? 

Mr. Hoea. That is right. 

Mr. Mitis. We come back, then, to the one thing that is sound? 

Mr. Hoge. That is right; that is the route that we are taking. Now, 
of course, the statement which we have prepared to complete the 
record, has been keyed to the staff report, but at the end of my state- 
ment I give that conclusion. 

Mr. Mus. I am sorry, I anticipated you. 
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Mr. Curtis. I would like to pursue that a little further. 

As I understand, then, you do not want to have this variable in the 
picture that we used to hav e, the 8714 percent which was to represent 
the amount that was needed for policy obligations and the 1214 per- 
cent which was regarded as free? You would not want to have that, 
you want to freeze that ratio; am I not correct? 

Mr. Hoee. That is correct. 

Mr, Curtis. Now, to the extent that the formula given us called the 
distributed income approach, one thing at least was done in that, where 
it is brought out on page 48 of the staff report, in the second paragraph, 
and I will read what it says: 

Second, the 1951 plan is the equivalent of a tax at the usual corporation rates 
on 12% percent of the net investment income, 87% percent being deducted as 


reflecting amounts needed for the reserves, et cetera; under this plan 89 per- 
cent— 

referring to the distributed income approach— 

of the includible net investment income is deemed needed for policy obligations. 
This 15 percent might be viewed as a reasonable average over time; for 1953 the 
“Secretary’s ratio” would have been 81.67 percent, but for 1951 it would have 
been about 87% percent, and for 1949 it was 93.55 percent. 

I recall in our executive sessions quite a bit of discussion and ques- 
tions asked along the - as to whether you did think this 85 percent 
was a figure that we could look upon as having some intelligence and 
permanency. I believe the answer then was that, in your considered 
judgment, over a period of time that was a pretty fair figure to use. 
I presume, then, that your testimony here is that what we would, 
effect, be doing, would be following the philosophy that originally was 
behind the stopgap formula, that is, a certain percentage was your 
free investment income to which we apply the 52-percent corporate tax, 
or whatever the corporate tax rate would be, only your proposal now 
is that you would like to see the 8714 percent be 85 percent, I guess that 
is the figure, but at least a figure that would be firm. The only way 
that the Congress would change would be actually changing the 614 
percent or the rate at which we might tax. 

Am I clear in that? Do you follow what I am getting at? 

Mr. Hoge. I think Ido. If I do not, I will ask you to come back 
with another question. 

We left the 1950 formula—that is, the one with the 87144 percent, 
we left that for 2 reasons: To begin with, there was such a tremendous 
variable built into it and there was no stability in it. There has been 
serious objection throughout the business by a number of companies 
to the application of any concept of the free interest approach. But 
when we left the 1950 approach, it was obvious at that time that in the 
passage of time such a formula as that would produce a tax inordi- 
nately out of line with what the business should be expected to pay. 

Let me go a little bit further than that. The rate of the tax, the 
impact of ‘this tax, is going to be discussed again by another witness 
tomorrow, Mr. Bell, who is scheduled to testify tomorrow. We 
wanted to make it clear that we were not tying this to any concept 
of the excess interest approach. 

I wonder if it would be all right with the committee if I read my 
statement on this particular point, because then maybe I can supply 
something in the context that may answer some of your recent ob- 
servations. I will come back to the other things. 
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Mr. Currts. Yes. 

Mr. Hoee. The present act imposing a flat tax— 

Mr. Curtis. What page ¢ 

Mr. Hoaa. Page 45. 

rhe present act imposing a flat tax at 614 percent on the investme 
income of life-insurance companies was passed as a stopgap measurt 
in 1951. The Treasury had proposed a flat rate of 3 percent as a 
temporary measure previously. The companies had in fact been pay 
ing a flat tax on investment income under the 1942 and 1950 laws at 
a varying rate arrived at by circuitous and complicated formulas 


such formulas nad proved exceedingly unstable. There Was mu 


opposition in the business to averaging of reserve interest requir 
ments, ‘| he | reasury had hever endorsed this concept. here Wi 
criticism of taxing one company according to the experience of othe 
in the Senate Finance Committee. Therefore, n the interest of 


plicity and stability the companies suggested a tax at a constant rat 


‘ 
ol Oly percent of investment income as a “pragmatic solution te 
recurring and vexatious problem.” 
Such a plan has several virtues. It has the merit of simplicity. 
readily be estimated in advance, which is an Important consider 
n the operation of a long-term business. 
appli 


I th ay s the complicated and doubtful averaging pro 


ed to the companies individually upon then investime 


It distribute he basically among t] 
omipal e ) ne ( 7 ind nN tutes € ly equal 
On pol : . 
reasing so 


hot 


proy hnort-term measure 


o-term business. We finally AoTet 


on net investment income as probal 
1\ equit ible plan yet suger sted. With certa 


] ‘ 
ny rie 


minol stmel I! he interest of the maller companies and others 
to allow for w ale of hardship which will not materially att 
revenue, Tt ti is almost uw iversally the most satisfactory 
to the business. 

Adjustments in the flat-tax formula: The minor adjustments wh 
we bel eve are necessary In the flat-tax formula would lessen the 
pact of the tax on very small companies and o companies which fa 


to earn enough nterest to cover their reserve requiremel ts * covel 


them by only a narrow margin. 

Although companies of widely varying size operate successfully 
the life-insurance business. the smallest need the benefit of reduced 
tax until they reach a size that permits unit costs to be brought dow1 
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to the general range of those companies operating on much larger 
scales. For this reason a provision to reduce the tax on these small 
companies is desirable in addition to the provision of the present stop 
gap law which permits for a rate of 334 percent to be applied to the 
first $200,000 of investment income. We recommend the following 
adjustment. If the tax produced by applying the O34 percent and 
614 percent rates is less than $100,000, it is to be reduced by multiply 
ing the tax so computed by a ratio. This ratio is to be obtained by 
dividing the tax so computed by $100,000. 

Che other adjustment, which has been discussed earlier, is the pro 


Vision of the present stopgap law that provide a reduction in tax 


for a company whose interest earned is less than 105 percent of its 


reserve interest requirements The reduction in revenue 
from these two adjustments would be very slight. 

The PAL under the Prese L / ‘There is an implheat n in the staff 
report (p. 29) that the 61 percent rate was offered as a ibstitute for. 
because it was approximate ly the equivalent of. : corporate rate of 
2 percent and a Secretary's ratio of 8714 percent his was specifi 
cally disavowed )' 1e ¢ rm: f le company tax committee at 


| 
menate hearings. peaning oF Urn ‘ Wey 11 


IS Alre id\ 


he Tax 
Income 

ent. Prior to 
vestment income tha 
pay. The present tax 
under any law 
el icted., 

The 1950 aet would produc 
increased income. Percentage’ 
crease in the interest Income rat 


1950 formula would produce 
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million on 1950 business. The tax would be increasing over 300 per 
cent, with net income rising from $1,789 million to $2,385 million, 
or an increase of only 3314 percent. During the progress of thes: 
hearings I am sure other witnesses will further emphasize the stability 
of the formula and the reasonableness of the 644 percent rate. Thos: 
are the gentlemen I referred to who will testify tomorrow, Mr. Bell 
being one. 

Life insurance is, we believe, the most highly taxed form of privat 
thrift in America. The States lay exceedingly heavy imposts upoi 
the business in the form of pre mium taxes. 

Again I want to emphasize that to look at this whole premiun 
pic ture the State tax must be looked at, because it is one factor t] 
when looked at in comparison to the Federal picture does mainta 
quite an equitable impact among the different cout inies, older con 
panies, and young companies. Not only that, but it is an adjunct t 
this Federal picture because of its equalization features. 

These State tuxes average almost 2 percent of the ‘ntipn ‘goapsse 
savings. This is not a sales tax paid by the purchaser of a con 
modity. It is a capital levy enacted every year upon the mere a e 
of saving one’s own money for one’s own family. To the companies, 
it amounts to a gross charge of almost 2 percent on the principa 
part of their receipts as trustees for policyholders. It is inordinate] 
higher than State income taxes of other corporations. It has 
counterpart of which we know in any other field of taxation. 

The Federal Government levies a tax of 614 percent on net inves st 
ment income. This in turn amounts to about 114 percent of poli 
holders’ premiums. Therefore, every person who insures his life 
subject to an average charge of about $3.50 for each S100 he saves 
through life insurance just for the privilege of saving his own money 
This is an onerous burden on thrift and one which we believe has 
neither economic nor social justification. 

I want to refer to the tax in Canada and Great Britain. Life 
insurance savings are taxed much more heavily here than they are 
either in Canada or Great Britain. One leading Canadian company, 
which operates in all three jurisdictions, reports that in 1952 total 
taxes levied upon policyholders through that company amounted 
to 2.6 percent of life-i insurance premiums paid in the United King 
dom, 2.8 percent in the Dominion, and 4.2 percent in the United States. 
This means that in the experience of this company, the tax burden 
upon policyholders is 60 percent greater in the United States than 
it is in Great Britain, and 50 percent larger than it is in Canada. 
In the experience of another Canadian company which is even larger 
and also operates in all aes countries, taxes levied upon its United 
States business were proportionately 90 percent greater than they 
were in either Canada or Great Britain. 

However, the difference does not end there. In England a personal 
income tax deduction is granted to the individual policyholder of 
10 percent of premiums paid up to one-sixth of his annual income. 
In the lower tax brackets the deduction is even larger. The net 
result is that in Great Britain total taxes forgiven life insurance 
policyholders by reason of income tax deductions are considerably 
greater than the aggregate levy imposed upon them through company 
taxation. 
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Life-insurance companies are taxed more heavily than mutual sav- 
ings banks and savings and loan institutions. Such corporations are 
permitted to deduct from their gross income not only all expenses of 
operations and dividends distr ibuted to de spositors but are also allowed 
to accumulate a 12 percent reserve above all liabilities as a margin of 
security before net income is taxable. If life insurance were taxed 

pon a comparable basis, practically all companies would pay less 1n 
ome tax than they do now and the average yield from the industry 
would be considerably less. It is true that interest earnings distrib- 
ited as dividends by mutual savings banks and savings and loan com- 
panies nominally, at least, are taxed to the depositors individually. 
On the other hand, they do not pay a heavy privilege tax at the State 
level upon the full corpus of the —_— itself. The premium tax 

f life insurance is a much heavier burden upon thrift. 

W e are not criticizing the formula used for taxing mutual savings 

inks and savings and loan institutions. ‘They are important instru 

ientalities of thrift and perform a constructive function in our econ 
omy. However, we do submit that there is neither logic, reason, nor 
istice in a discrimination in favor of those institutions which serve 
n general the current and temporary savings needs of the populace 
s against life insurance which holds in the main the permanent sav 

ings of the people accumulated for the purpose of family protection. 

Furthermore, we cannot reconcile a public policy which penalizes 
family security here as compared with the more favorable treatment 

ecorded in other English-speaking countries, the only other nations 
n which life insurance has attained such proportions as to constitute 

oreat social force and a valuable economic asset. In recent years, 
Canada has forged ahead of the United States in the amount of life 
nsurance protection owned in proportion to average individual in 
ome. The level of life-insurance ownership in the United States, as 

percentage of national income, has dropped appreciably in recent 
years. 

Life insurance, in the last analysis, is simply a large group of citi- 
zens who are currently contributing a portion of their savings to a 
ommon fund in order to afford protection to their families in the 

vent of untimely death or alternatively to provide a modest com 
tence for their old ave. Unless social security prov ided by Govern- 
ment is to entirely replace individual security by personal savings 
rough private enterprise, the great institution of American life 
nsurance must not be shorn of its strength by the shears of the tax 
gatherers. 

As the author of the staff report puts it so succinctly, and so well 

It is also recognized that life insurance has an important place in the American 

onomy which should be encouraged as a means of discharging the responsi- 

lity for the care of widows and other dependents. It is pointed out that if 
ndividuals fail to make adequate provision for their survivors, the obligation 
for support would fall on the society as a whole. This makes it important that 
the tax shall not in any way undermine the fundamental soundness of these 
companies. 

To summarize, we believe that a flat tax on net investment income 
is the simplest, fairest, and most practical plan yet devised for the 
taxation of life insurance. It produces fewer inequities and appor- 
tions the burden more evenly among companies and, what is more 
important, among policyholders than any other form yet suggested. 
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We also believe that the 61, percent rate 1s very high considering the 
nature of the business and in view of the great social benefits flowiny 
from the institution. As a matter of fact the rate is so high that this 
tax when superimposed upon heavy State taxes constitutes a penalty 
on life insurance as compared to many other forms of savings. We 
believe that, so far from being penalized for saving their own money 
to provide for their own families, the peop le of the United States 
should be encouraged by an appropriate tax incentive to provide 
far as possible their own security by personal savings through private 
enterprise. 

In taking up this 614 percent flat tax formula, I passed over several 
other important matters, to which I now wish to return. 

Mr. Curtis. Yes. Just one clarifying question for my own sake. A 
flat tax, of course, as I picture it now, would have no reference at all 
It would be just a pragmatic tax ? 

Mr. Hoae. That is right. 

Mr. Curtis. Under that basis, it could not have any reference, really, 
to corporate taxes ¢ . 

Mr. Hoge. You come back to one of the basic things that is pretty 


generally recognized that the only income, at least our position and 
pretty generally accepted, the only income of the mutual life insu 
ance company is its investment income. I mention mutual life in 
surance companies because, after all, about 80 percent of any tax 

going to have to come from the mutual business. So, in the past, the 
Treasury and the business have always considered this from the stand 
point of mutual companies, and then realizing that the Americar 


public is entitled to a choice as to the kind of insurance it wants- 

namely, does it want to buy mutual insurance or does it want to buy 
stock insurance—bearing in mind that the public is entitled to that 
choice in the discussion of tax matters we have not wanted to put the 
stock companies at a competitive disadvantage nor have the mutual 
companies wanted to be put at a competitive disadvantage. We wanted 
to maintain this competition. 

But the logical point of departure is to consider this company tax 
matter from the standpoint of mutual companies and then tie in the 
tax straight on across the board to preserve the competitive position 
which we think is quite wholesome. 

The courts have pretty well established that investment income is the 
only taxable income of mutual companies. I recall Penn Mutual \ 
Lederer a long time ago, pointed out the fact that the only incon 
of the mutual company is its investment income. 

We started out on that basis in 1921 when we left the overall cor 
porate approach. We recognized that the only true income was the 
investment income and we tried to build on this the various con 
cepts of how much is needed for policyholder purposes and what ca 
we sift out to be left as a tax basis. 

We have gotten into tremendous difficulties every time we have 
undertaken such an approach to it. Whenever we have tried to refine 
the true source of income of a life-insurance company and relate it to 
some sort of corporate concept, we have gotten into situations that 
produced tremendous inequities between companies or among con 
panies and among different types of business done by those companies 

We have come down to the conclusion that the simplest thing to do is 
to tie this thing down to the net investment income—that is, interest, 
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dividends, and rents after deduction of investment expense. 

the gyration we have gone through since 1921, and after all, Mr. ( 

man, not since 1942 has a life-insurance company’s tax ever been 
determined on the basis of its own reserve reqrirements, und then it 
was by the use of an empirical figure which I referred to awhile ago. 
We started out in 1921 when we said for the first time that the only 
income of lite insurance COMpanle SIs Investmel! ncome less invest- 
ment expenses and then we empirically said that we will assume that 
every company ’s reserve requirements are + percent. Phere is nothing 
more empirical than that. But it worked, and the only reason it did 
work was because that assumption of 4 percent was indulged in at the 
time when the investment earnings of the companies were in excess of 
» percent. 

Then when the investment earnings commenced to change consider- 
ibly, the Congress said, “It is too much to make an allowance of 4 
percent.” So, what did they do? Phey amended it. They Sil = mn 
place of 4 percent, in place of just straight across the board saving 4 
percent of your reserves will be your reduction, 334 will be your re 
duetion except where your reserves are vetually computed at a 4 
percent rate. There was still a gap between the 384 and the rate of 
interest the companies were actually earning. The gap betwee 
earned rate and required reserve rate continued to close, and by 1942 
the formula was producing little or no reserve. | Still trying to hold 
on and give recognition to the excess interest theory, they evolved the 
1942 formula. 

Now, the 1942 formula had no relation to the ‘ve requirements 
of an individual company. So, in effect, we have been on a flat rate. 

Now, it is true it has varied a little bit, but we have been on a flat 
rate since 1942. But look what happened to the !942 formula. T) 
vagaries of that are phenomenal. You commenced using the flat 
figure, You started out with the 314 percent. You assumed in 1942 
that 314 percent would represent the average requirements, the reserv 
requirements of the companies, but you weighted that. You did not 
take the 314 percent; you said, “We will weight that two-thirds and 
use the actual industry requirement one-third.” What happened? 
In 5 years the vagaries of that formula ran off the board and oak 
duced no tax in 1947 notwithstanding the greatest confidence tha 
the Treasury and the business had that that formula would ee 
consider: able sti ibility and produc e revenue. 

In 1947 it went clear oft the board because of the variation 
factors built right into that formula which you might say 
ndirect way of fixing a flat tax, although a variable rate. 

What has happened further? That 1942 act is still on the books 
ind we have been operating on the basis of temporary legislation. 
Somebody pointed out that the old 1942 act which produced nothing, 
no tax in 1947, is how back on the books with a vengeance. The 
Treasury was dissatisfied with that tax in 1947 because it produced 
no revenue and we did not want to be tax exempt. But that same act 
is back in effect with a tremendous vengeance in a period of about 5 
years. It produces an inordinate amount of tax. 

Now. I submit to you, gentlemen, if that does not of itself demon 
strate the inherent weakness and the fallacy of the whole approach 
when you can take a tax bill from 1942 to 1954 and the thing goes down 
and goes clear off the board and then shoots up like a skyrocket. 
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Those are the things that have disturbed the business, and they have 
produced some of the fantastic impacts on companies that have had 
absolutely no relation whatsoever to their ability to pay a tax. The 
impact among companies has been disturbing. 

What is in this picture that has had the ‘Jeast fluctuation and has 
been geared to company size and growth and experience? It is this 
“ross investment income. As the assets have gone up, the invest- 
ment income has kept fairly in step with it. This base of net invest 
ment income has stability. It is for that reason that in the present 
instance we strongly urge the 614 percent. 

Now, it is true you can take any tax act and point out ex camples of 
inequities with it. This committee knows better than the witnesses 
before it that you cannot prove the validity of a tax bill or you cannot 
destroy the validity of a tax theory by pointing out horrible examples. 
It has to be looked at and examined from the st: indpoint of impact of 
the tax on the business as a whole. I do not mean to say that we are 
going to ask you to do anything to penalize or destroy the company, 
but look at the overall tax position of this business, and we feel—put it 
stronger than that—with one dissent, we are back here strongly 
supporting the 614 percent proposal, and we think the witnesses 
tomorrow, through their demonstration, can further show you the 
adequacy of the yield under that formula. 

Mr. Muss. Mr Hogg. can you offer the subcommittee any reason 
able assurance that if a flat tax is adopted as a permanent tax at 644 
percent or some figure decided upon by the committee that we are not 
likely to reach the same situation under that formula sometime in the 
future that we had under the 1942 formula ? 

Mr. Hoac. You mean no revenue? 

Mr. Miixs. [ understand there was no revenue in 1947 under the 
formula, but if you applied it today it would be inordinately high as 
far as the companies are concerned ? 

Mr. Hoaa. I cannot conceive of a situation whereby there would not 
be substantial revenue. 

Mr. Mitts. That is what I am talking about, but would we have a 
situation that might be comparable to what would exist this year if 
the 1942 formula applied sometime in the future under the flat rate, 
61% percent? Is there any danger to the insurance industry under it? 

Mr. Hoee. I think I see the point. From the st indpoint of danger, 

» have built into this a factor here that would protect, it would rec- 
ognize the reserve requirements to the extent that if a company did 
not make its reserves it would pay a reduced tax; is that what you 
mean ¢ 

Mr. Mitts. Yes. 

Mr. Hoec. The provision we suggest as to a company not earning 
its reserve interest would cut the tax in two. Graduate it down to the 
point where if it made 105 percent of the reserves the full tax would be 
paid. 

Mr. Mitts. It is essential that that be continued ? 

Mr. Hoee. Yes. And I want to point out another thing. I do not 
think that protective device will come into effect this year, but there 
is another thing we call attention to here. 

We are extremely anxious to see that the provision be carried for- 
ward which we mentioned last summer. I refer to that part of our 
formula, Mr. Chairman, which referred to the desire to give every 
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possible encouragement to the new company, the smaller company. 
We suggested a tax reduction for a company that did not make 
$100,000, whose tax hability was $100,000 or less. That may seem 
rather unusual, but I think I am safe in saying that the business 
feels, I know I feel, that the greatest advertisement that life insurance 
has is the fact that we have a lot of small and medium-sized com 
nies doing well, and exceedingly well, and we want them do 
that. because it is an advertisement to the business. They h« Ip 
ife insurance, and it puts life insurance before the public, and we are 
so imbued with that idea, we urge upon you to give this ediditinal 
illowance, and I think the revenue loss would be in 
hink it would be a fraction of a percent. 
Mr. Minis. Mr. Hogg, I see some inherent dangers in a flat tax. I 
1m sure you agree that there are some inherent dangers in it, to the 
ndustry itself, even with these safeguards that you suggested. 
Mr. Hoaa. I think I have said before, I think I saix | “last summer, 
there is not any perfect answer to this. I do not discount that there 
ay be possibilities of danger. I have no idea, however, what you 
ave particularly in mind. 

Mr. Mirus. Any time you levy a rate of tax presumably to reach 
ie earnings of a company, and you do not address the tax to the ques 
tion of earnings, there are inherent inequities in the tax, and, therefore. 
they are dangerous as a long-range policy involved in an application 

of such a tax. 

Mr. Hoaa. Yes. 

Mr. Mitrs. Maybe there are fewer inequities, but re 

hether there are fewer dangers involved in the wy 

it tax for the future than in the others that have been cons 

Mr. Hoge. I think the dangers involved are at a very, very decided 

inimum, because there is the provision to the extent of 50 percent 
the tax credit if companies do not make their reserve require! 
But there is still a danger if we are only giving them 50 perce: 

ody knows what the interest earnings of the future might be 

ot see serious difficulty and I want to say that I think 
re down to the irreducible minimum in this suggestion. 

Mr. MILs. Is it sound to apply the same rate of tax to tw 

sanies which have irrefutable differences in earnings reg 

‘ason why they had different earnings? Is it sound? Is 

inger to apply such a tax? 

Mr. Hoae. If I were dealing with an ordinary comm 
prise, I would have no hesitancy in saying there is danget ] 
[ cannot get away from the fact that there are so many assumptiot 
n determining what earnings are for a life-insurance comp iny, and 
omany assumptions that depend upon management that I th nk ther 
vould be more danger in trying to define earnings in this area thar 

here would be in trying to arrive at, let’s call it an empirical factor. 

Mr. Mrius. As I understand the whole ateiae’ of your argument 
here, we need the flat tax because we cannot arrive at a conclusio1 
\ satisfactory conclusion, as to what the net income of an insurances 
company is either industrywide or on an individual Nagler 

Now, I think that must be the reason why we have to go, then, to the 
flat rate of tax; is that not right? 

Mr. Hoge. I think that is substantially right. 


55766—55——_9 


the d: 
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Mr. Mitis. But we are applying a flat rate of taxes on investment 
income without regard to whether the company has earnings, has a 
capacity to pay the tax, or does not have the capacity to pay the 
tax ¢ 

Mr. Hoga. That ts right, and that is the reason we have the safe 
guard in there. 

Mr. Mitts. Is it a sufficient safeguard ? 

Mr. Hoe. If you ask my opinion, I think it is. 

Mr. Mutts. If it is a sufficient safeguard because we have to reach 
the point somewhere down the line as to whether an individual is earn 
ing enough money or not earning enough money; is that not true / 

Mr. Hoge. You could draw the conclusion from that, but I would 
not want to say, then, that the difference would be a tax base. 

Mr. Mutts. Somewhere along the line we have to have this element, 
do we not, of earnings in order to justify a flat rate or any other type 
of rate? 

Mr. Hoga. Of course, you come back, again, Mr. Mills, on that 
reasoning to the proposition that a mutual company returns to its 
policyholders all its earnings. If you pursue that theory you would 
lose 90 percent of your tax for mutual companies would pay little on 
no tax. 

Mr. Miuzs. You understand my difficulty, Iam thinking in terms of 
applying a rate of tax upon net earnings of any business. Now, | 
find it somewhat difficult to reach the conclusion, maybe because | 
am so uninformed in this field, that the insurance industry itself is 
better off under a flat type of an excise tax which does not address 
itself to net earnings necessarily than it will be upon the basis of 
tax applicable to net earnings. I still have not seen the full import 
of your argument on that. 

I fear any type of tax levied against business that is not addressed 
to the net earnings of the business, when we substitute some othe 
form of tax, I fear that we may be sometime or other in difficulty as 
far as the business is concerned. 

Mr. Hoge. I can appreciate your solicitude in connection with 
but we come back again to the factors that put us in this position. 
It is what I refer to in the statement here as a system of trial and 
repeal, because I think that, as I say, not discounting your concern, 
on our side of the picture the business is pretty confident that there 
is no real danger in what we advocate, but I can see the problem from 
the standpoint of orthodox tax principles, and I take it that is what 
vou are thinking about. We have always said that we are up against 
1 stone wall when we atte mpt to app ly orthodox tax prine ip les to the 
taxation of life-insurance companies. That is the sort of dilemma 
we are in today, and we just feel as yon have aptly expressed it, that 
this flat tax in the reduced amount of 614 percent on the thing we all 
agree on is the true income of a mutual company is the best answer 
in the long run, and will produce fewer inequities. You can call it 
empirical, and I frankly admit it is difficult to square it with orthodox 
tax principles, but we feel it will work, and produce the least inequities 

Mr. Miuis. I see this further danger in it, that if we levy a 61% 
percent flat tax levy now, and the need arises for revenue—well, there 
is a need today, of course—but even greater than the need today, it 
would be very easy, would it not, as we increase the rate of tax on 
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other businesses to Jump this from 61,4 to Tbs or even to 10 percent, 
since it 1s Just an excise tax, anyway ¢ 

Mr. Hoga. There is not any question bul W thi danger 1s there, 
and because ot the fact that the public does of understand the com- 
plicated nature of this tax, we admit that we are exposed to that 
danger. That is the reason we thought there would be a certain 
safeguard, if you gentlemen go along with us on this concept, in taking 
the second step and re ‘lating the formula to the corporate rate, 

Mr. Minis. It very detinitely should be related to the corporate rate 
of tax so that it woul | vO GOWh 1h the event the corporate rate goes 
down and go up if the corporate rate goes up ¢ 

Mr. Hoga. It puts us in a mue h better position 

Mr. MILLs. We are clear on tl hat. then: Wwe are together on it ¢ 

Mr. Hoaa. Yes. 

Mr. Minus. That it must, whatever it is, relate to the corporate rate ¢ 

Mr. Hoge. Yes. 

Mr. Curtis. | have this question to pose some companies earn 
more than 4 percent on their mvestments, others earn less than 3 
percent. Are not the policies similar, and the obligations similar, 
and if both need $25 million for their obligations but one earns $40 
million and the other $30 million, should not one pay on the margin of 
$15 million and the other on the margin of $5 nullion? Understand, 
with a flat tax, the difference is 4 to 5 instead of 3 to 1 or 15 to 5. 

Mr. Hoge. You are asking a question that is very, very pertinent, 
of course, but my answer is that that could happen in any one yearly 
period. ‘That is the reason why I think when we look at this from 
the corporate rate, you cannot look at one year. Just to digress, 
i have been curious to know the period of years, and | look at it from 
a period of years because of the long-term nature of our business, if 
vou took the investment experience of 10 comparable companies over 
a period of 50 years, just exactly how much variation there would be 
in the total interest rate earned. But to get back to your question, 
yes, there would be if we look at it from the standpoint of a 1-year 
period and the current rate earned, there would be that ee but 
over a period maybe the other company, 2 or 5 or 4 years, maybe 
the next year, may be in the 4-percent position, and the t: iin reversed, 

Mr. Curtis. They tend to equalize? 

Mr. Hoge. I think we almost have to take that into consideration, 
und I think that fine staff report which Mr. Stam’s committee par 
ticipated in preparing points that out, as Mr. Adams said this morn 
ing. When you talk about a 20-year carrybac k, that is a pretty direct 
way of saying that you cannot tell what the true income of a life 
insurance company is until the expiration of that carryback period, 
which is about the same thing as saying that — cannot stabilize 
the income of a life-insurance company for 20 years. That is the 
reason I say that we cannot take just a short ver toe and look at what 

company does one year and the other company does the following 
year. 

Mr. Curtis. Let me ask one other thing to get back to what I thought 
was a fair constant. 

You are talking about net investment income, but this original 
S744 percent was an attempt to figure the percentage of free invest- 
ment income in respect to that percents can of your net investment 
income. I thought that in our seminars or discussions of this problen 
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that the industry consensus was that you had, even though that would 
fluctuate some, you _— say over a period of time that. 85 percent 
was a fair figure, or at least you could come upon a figure that would 
not fluctuate cae. 

If that is so, I do not see why that basic formula that you all 
say—in your testimony here you stated that the chairman of your 
industry tax committee in his 1950 testimony said that that philosophy 
did not apply as far as the industry’s presentation was concerned. 

Now, the staff tells me that as far as Congress was concerned, their 
thinking was that they still adopted the philosophy, and the reason 
they went along is because it approxim: hed that same 614 percent. 

But what I am concerned about is the 85 percent, let us say, is that 
. fairly constant figure? If it is, then it is easy to tie this thing into 
the corporate tax and it is understandable because, again, you have 
your present corporate tax of 52 percent, times 15 percent, which 
would produce in this instance 714, but at any rate, would get to the 
basis upon which we arrive at the 614 percent. 

Mr. Hoge. In the 1951 act, when we took the 614 percent figure, there 

not any question but what it evolved from the 1950 formula, there is 
not any question about that. But we felt at that time, and we still 
feel, and I hope it will be demonstrated tomorrow, that looking at. the 
aggregate figures that that is quite on the high side, the present 614 
percent. Now, we are not presenting this formula as having any rela 
tion, you will appreciate, to the excess interest at all. 

Mr. Curtis. I know that is what you are saying, but I am referring 
back now to our conversations in executive session as to the original 
proposal—or not proposal but rather the formula—that you presented 
to us to look into where you had the 25 percent of policy y dividends, 
but ow n When we broke it down, and as that staff report does on page 
18, we point out that actually what we are getting to is an 85 percent 
fama required, needed, for policy obligations. 

The thing I am directing your attention to—— 

Mr. Hoae. Is that page 48 ? 

Mr. Curtis. Page 48. 

I have thought and I may have misunderstood, but I thought the 
answer was quite clear that the industry felt the ratio of free invest- 

ent income to your net investment income would be, over a period 
a years, a pretty constant thing. Is there any real reason why it 
should vary greatly? Would it not be something around 1214 percent 
as it was then, or 15 percent, or 10 percent? Is it a pretty constant 
igure, would you say ¢ 

Mr. Hoae. I think that figure is fairly constant. 

Mr. Curtis. Then if we could figure on that, it would be relatively 
easy to tie it in to the corporate tax. 

Mr. Hoge. What in effect that would be doing would be to freeze it. 

Mr. Curtis. Exactly, to freeze it, but at least we have some theory 
behind it. It isn’t an arbitrary matter entirely. 

Mr. Hoge. That would be part of the process of tying it into the 
corporate rate. 

Mr. Miuas. That leads me to a question that I had in mind, Mr. 
Hogg: How would you tie or what is your proposal to tie this 614 
percent rate to the 52 percent corporate rate, and how would we do 
that? What does the industry suggest as a method of doing it? 
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Mr. Hoge. We had left that, and I didn’t even mention it in the 
statement here, but I think that that could be worked out very easily, 
between the staff people and us to work that out. We had not pursued 
it further. 

Mr. Mitzs. Is there any other way of working that out than that 
suggested by Mr. Curtis / 

Mr. Hoge. It seems to me that something alo o that line would 
Le the approach to it. 

Mr. MILLs. We would then have to go hack, n spite of what the 
industry desires, and we still have to go back then to a concept of free 
investment income. 

Mr. Hoga. That is one thing that we want to divorcee, the exces 
interest concept from this here. 

Mr. MILs. You have to call it something else, perhaps. 

But in order to levy a 52 percent rate, we must have someth 
levy it on, and we have vot to agee among ourselves as to 
levy it on. 

Now 1f we want to say that we w I] just levy it on 

investment income, what is the theory ot levy Ing 

Mr. Lloaa. It might be argued Lihat the etlect wou 
to excess interest. But I want to point out that even 

ot on the excess interest concept. We haven't | 
nterest concept since 1942. 

Mr. Minus. I understand that, but what Ll am trying to get the id 
ot the industry as to how we ean tie this f] it rate into the corpora 
rate, and the only Way I cun see we can do it Is on some concept of fre 
nterest. 

Mr. Hoge. Your observation is particularly appropriate in conne 
tion with the statement which Mr. Bell will make tomorrow. 

Mr. Mitts. We just agreed a little earlier that it must be tied 
something to avoid some of the pit falls that we all see to lie ahead. 

Mr. Hoae. That is right. 

Mr. Apams. Since I have been referred to, Ma. Chairman, could | 
make this statement. We did not say that this percentage was a cor 
stant. I said, with no authority from anybody but myself, and M 
Oram agreed with me, that it might be a fair average over a period 
of time. It had gone up and now it had gone down. That is different 
than saying it is a constant. 

Mr. Curtis. I used the wrong word, I think that your statement is 
right. 

Mr. Apams. The reason we are against the 1950 stopgap law, and 
I disavow it, is that I was chairman at that time and that is the 
reason I am making a personal statement. It is just this simple: 

In 1943 we made more interest than we are making now, but if the 
1950 tax law had been in force in 1943, we would have paid half the 
rate that we are paying now. We are making less interest now than 
we made then. But simply because the companies chose to change 
the reserve basis, our tax now would be more than doubled. That is, 
we are making less interest than we made in 1943 but the rate would 
be double, just because the reserves had been changed, and it wasn’t 
for any tax purpose but because they got afraid of the amount of 
interest. 
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Now, the thing about the flat tax is this, whatever else you say about 
it: It is an equal charge on equal income regardless of the reservs 
basis. The 214 percent company and the 3 percent company and the 
31,4 percent company pay the same. ‘There is an equal charge, The 
reason We say it shouldn’t be more than 61%, percent or the eQUIN ile? 
thereof is the social reason that we tried to give vou there. 

We have adjusted to a flat premium tax for a good many year 

nd th Is just the same, %Z percent of premiums in most States \V"\ 
have adjusted, and we have taken that into our calculations. 

Now, in a way that flat-investment tax added to the premium tax 
makes a gross-income tax. The old companies with large reserves 
have a higher proportion of their total income in investment income. 
The small growing companies have a larger proportion of their total 
income in premium income. So the one supplements the other, and 
does even it out to quite a degree. 

Che first person to suggest that perhaps overall that an excise tax 
should be ley ed Was Senatol | iit W ell We were before the | ring 
in 1950. 

Now, | agreed as to the political disadvantage of having a small tax, 
and a broad base, but I wanted to say, because Mr. Oram would check 
me in a minute, I didn’t sav this was a constant. I did say it was 
probably a Tair average over the vears, 

Mr. Currts. You are correct: I was in error. JI meant we 
use it aS a constant, but I thought that it was averaged out. 

Mr. Apams. That was a personal statement inasmuch as 
ferred to as chairman of the committee. 

Mr. Currts. Right on that, would this be ar incentive or 3 
would 1 it be an incentive against your high-premium companie 
They w ild he expecting to get back more in inve stment income 
Wouldn't there be a ts naency ale ng that line ? 

Mr. ADAMS. Perhaps there wouk 
h on premium Col pany ver a sma 

l 


} ; - : 
the hig 1 companies are the older ones with so n 


1 ] 
»some sheht advantage of the 


1 be 
I] premium ompany, but 


regulation, and L was wondering 


oO nterfere with management's judem 
r premiums high with the idea that tl 
x ae ] 

idends 


etermined pretty much by salability. Ma 
panies have reduced the r OToOSs prem in 


want tosay onething. I raised this matter once, 
| don’t wat ut to overlook something that was said that we fe 


) 
Yr) 


pretty keg ily. Keven the Socialist vovernment in Great rita 


cr 
' ’ = 
aqividy Da evholde an exe prion oO Thell premiltims 


overall they Live back to the poli vholders more than they tax all of 
the con panies put together. 

Here we are talking about life insurance in this country paying 
small taxes. As I say, even the Socialist government had enoug! 
interest in encouraging people to save their own money through private 
enterprise instead of having it all go through government tliat they 
have ovivel them much more advay tage than our free enterprise (701 


‘ 


ernment has o1vel this free enrerpny@rise industry. 
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Mr. Knox. If I followed you correctly, your statement was that 
Great Britain used as a deductible item the insurance premium paid 
by the individual. Is that correct ? 

Mr. Apams. That is right. 

Mr. Knox. What is their policy on maturity of the policy ¢ 

Mr. Apams. I cannot tell you whether it is different than it is here 
where they pay on the difference. I am a sure. Mr. Merritt, of 
the Sun Life Insurance Co., is here and he operates there. Probably 
he can tell you. 

Mr. Merrirr. I am not sure of that 

Mr. Apams. We will get that and have 
know what the law is here on that; you ] 

Mr. Knox. That is right. 

Mr. Curtis. Without objection th: 

this point. 

he mformation to be furnished 


nd appears beginning on p. 401.) 
Mr. Hoge. The next item, : 

tatement, the top | | 

Insurance Company. ipproac] 


by our joint committee ¢ a means ot 
} } . 
hot ld ynropertly he extracrer tron 
lt ] understood ti 


ponsors of the 


rather us 


both underw1 

omMmpantles p wa tax 

Whether a life-insur: 

e of the casualty bases depet 
health business is from al Wl del 
t gets from its investments. 
I just want to digress there for 
if our accident and health busine 
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the other basis, we would have saved, or the tax would have bee) 
for 1 year elone $400,000 less than we paid under the life-insuranc 
ap —. How widespread that is I don’t know, a I know that. 

If the business is very profitable, more tax may be due on the stoc! 
casualty basis. If the underwriting results are unprofitable, or onl) 
slightly profitable, more tax would be payable on the life-insuran 
basis. If the investment yield is less than 314 percent, the life- insur 
ance basis woul | te nd ws Produce more tax; cal if the viel | on inve Ss 
ments is in excess of ; percent, one of the casualty bases might 
develop a somewhat Feat tax. 

In actual operation these different formulas result in much les 
litference in tax consequence than might be expected at first impressio1 
A life insurer must pay a tax on its entire investment income and 1 
addition the tax produced by the accident and health adjustment 
Aan tne proy iso that unearned pre ‘mium reserves may not be less thai 

o percent of premiums has a significant effect. In the case of most 
compan ies this boosts the reserves, against which the 314-percent fa 
tor 1s applied, considerably above their actual amounts. As a resul 
the accident and health investment income is overtaxed so that any 
difference between the life-insurance-company tax and the casualty 
company tax 1s minimized It might be said, too, that stock casualty 
Compan les may offset iosses on other lines ¢ ag ainst valns from accidel { 
and health insurance and thereby lessen their total tax impact. 

A co poration should not be taxed on profits from a sin ole line of 
business when its chief characteristic disqualifies its major operation 
from being taxed on a short-term profit basis. There is no precede nt 
n the income-tax laws for such treatme nt. Tose par ite ly tax a sing] 

ne of business in this manner might induce business decisions wit 


] 
I 
i; 
i 


respect to the line which are not in the public interest. 

There seems to be no real justification for changing the method 
which has worked reasonably well since 1942 

Mr. Knox. Mr. Hoge, you Say that these different formulas result 
in much less difference in the tax consequence than might be expected 
Do vou have an y aucle litional data on that point ? 4 

Mr. Hoce. We do not have very complete data on it. Mr. Shep 
herd, do you know the extent of the data that we have on it? 

We can furnish you, Mr. Shepherd tells me, with the figures for 
of the largest companies, and I think that that would probab ly 
quite significant, 

Mr. Knox. Mr. Chairman, I request that the information be 
serted in the record at this point. 

Mr. Curtis. Without objection, it is so ordered. 


(The information is as follows:) 


SUPPLEMENTARY STATEMENT OF Ropert L. Hoae 


This is intended to supplement the statement made before your subcommittees 
December 13, 1954. While presenting that portion of the statement des iling with 
the accident and health business of a life-insurance company (pp. 33 and 34) 
I was asked if we had statistics supporting the statements made as to the dif 
ference between the tax a life-insurance company pays on its accident and 
health business under the temporary stopgap law now in effect and the tax it 
would pay if taxed on the net profits from both underwriting and investment 
operations according to the formula applicable to stock casualty companies. I 
promised to supply figures for 10 of the largest companies. 

The attached table 1 shows results for 10 of the 12 life-insurance companies 
which have the largest accident and health premium volume for the year 1953 
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Che amounts of actual tax for the 5 years 1949-53 which is attributable to the 
operation of cancelable accident and health business is shown and also the 
imounts which the companies would have incurred on cancelable accident and 
ealth business if they had been subject on this business to the tax formula 
ipplicable to stock and casualty companies 

In the thought that it might also be of interest, table 2 also is attached showing 
figures for the 10 stock casualty companies which have the largest volume of 
ecident and health premium income. This table shows the amounts of Federal 
ncome tax paid by the companies on the business of the 5 years 1949-53 I 
ined and the amounts which the companies would have paid if they had been 
taxed according to the formula by which the cancelable accident and health 
isiness of a life-insurance company is taxed The figures are for the entire 
isiness of the companies, including all lines of insurance, not for accident and 
health business alone. The amount of income tax resulting from application of 
he life-insurance company accident and health business formula is somewhat 
verstated since no deduction has been made for tax-exempt interest or dividends 
received credit. However, the amount of this overstatement is small rhis is 
ndicated by the figures in column (2) of the table which show that the portion 
if the tax on the life-company basis which results from tax on investment income 
s small relative to that resulting from tax upon the assumed interest on un- 
arned premium and loss reserves. 

In preparing both tables it has been necessary to make certain approximations 
hich we believe do not appreciably affect the final results 


laste 1.—Federal income tares for the years 1949 to 1953, inclusive—10 of 12 
life-insurance companies with the largest accident and health premiun 


volume 


Portion of 
actual tax 
incurred 
cancelable 
accident ar 
health 
busines 


TABLE 2.—Federal income taxes for the years 1949 to 1953, inclusive—10 stock 
casualty companies with the largest accident and health premium volume 


{Thousands 


Tax at 52 per- 
cent of 344 per- 
cent ol mean 
inearned 
premium and 
loss reserves 


Company 


I 
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Mr. Kwox. Pursuing this question a little further, Best’s Life In- 
surance Reports for 1954 appears to indicate that two of the largest 
stock life-insurance companies which had accident and health busi 
ness had taxable income in 1953 on that business onlv half as great 
as the income shown. One of the companies shows a loss on accident 
and health operations for 1951. Should it be deemed to have a taxable 
Income when it iif tually had a loss 2 

Mr. Hoaae. Well, Mr. Knox, I do not have the benefit of that. those 
figures there, but it is a little difficult for me to explain it and I don’t 
know whether there is an explanation for it or not. 

Evidently there is, but 1 don’t know, and I am not equipped to 
answer. 

Mr. IK Nv s Would you endeavor to answer the question ? 

Mr. Hoge. I would be glad to. Maybe I was somewhat sidetracked 
when I looked at our own company to see what happened to us, and 
when I observed that we would have paid a decided] less amount, : 

I say around $400,000, I didn’t pursue the matter very much furthe1 

\s a matter of fact, this particular item we regarded at this stage 
of the game as rather ancillary to the main problem but we will be 
very glad to pursue it in any respect that you would like to have us do. 


Mr. Curtis. [11 you would do that, and without objection, if you dk 


ive an answer to that, we will insert it In the record at this point 
(The information requested was discussed by Mr. Hogg later in tl 
nos and begins on p. od.) 

Mr. Knox. That is all, Mr. Chairman. 

Mr. Hoaae. A lara volume of accident and health benefits today 
pro ided { rough the edium of unins ired en ployee welfare plat 
hese are subject to no tax burden either by the State or the Federal 
Government. The life-insurance business is also in competition witl 
various kinds of service and indemnity arrangements in this business 

‘ ich are not taxed at all. We submit that at this time whe 
the policy of the Government to promote the extension of all kinds 
of healt! benefits to as large a seoment of our population as possible, 
ho add tional tax burden should be placed on the a dent ‘ nd he alth 

* life-insurance companies. 
ity business: We are aware of only one proposal 
un adjustment be made in the tax formula for life-insurance com 
anies on account of individual annuity business—that made by our 
olnt col mittee. The pi rpose, of course. was to relieve individual 


] +} ] 


annuity business of a Income tax at the compat v leve 1k on the gvround 


} 
] 


I 


that annuity income its taxed to the individual as the annuity is 1 
elved. 

This propos il was made in the form of an exclusion from the 

income base of that part thereof allocable to individual 

‘s, in a formula which, in effect, was a flat tax on investment 
income. The stafl report refers to this kind of a tax as the “gross 
investment income approach,” 

The staff report reasons that, under a formula imposing the tax 
on free-investment income, the only income which is taxed at both the 
company and individual level is that part of the free-investment in- 
come that is returned to the annuitant, either as dividends or as an 
offset to unexpected mortality losses. It states that this reasoning 
applies to both the free-investment income approach and the gross- 
investment income approach. I wonder if this conclusion is not 
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erroneous and the inference that the double taxatu 
is misleading. 
The present tax law and all other tax laws 
not tax free-investment income. Phe are flat 1 
ment income and, as such, must be | 
DY all contracts of a life-insural 
ment income, whether they pro 
or not. The fact that the 
laws, may be determined 


esl required to interest ¢ 
their character as a flat tax. 
Under the present law, 
vestment mcome, the 
must be reflected in the cos 
come tax he must pay himsel 
(OT course 1 1s true that 
the fact that this tax is deferred u 
l ually at an older age when taxe 
crues to all kind of deferred pay 
ployee pension plan. 
ih Insurance ce Lpa 
respect from any other kind 
Group annuity bus 
he col rection of 
uredd pension J 
hess when carriect on by 
sue in its own right w ithout 
The Congress, in ¢ 
principle of income-t 
vould be in accordan 
| egoments of the 
ple to pension fu 
is tax diser mination, 
ly KhnoWwnh aur 1 | 
edom of choice 
lecision of the 
need from imsured 
business written by the 
il irdship on what Is COMUMNO! 
Che small e plover cannot so readil 
large employer. Ih 


ecurity in his pension program the small 


use of Insurance-company contracts but 
l 


ation The life nsural 


by this tax discrimi 
from this situation. As previously stated, the 
t10n as an independent subject. Chere ! 
of this relief. Any program of relief, howe 
cated upon an increase of taxes for other life 

Now there are three methods of reliet 
the exemption of that part of the resery 
illocated to insured pension funds. 

Two, the taxation of noninsured pension 
Insurance-com pany tax. 


? 
1 
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Three, a tax credit to the employers or holders of insured pension 
plans of an amount equal to the tax paid by the insurers on the invest 
ment income, attributable to the reserve on such funds. 

At this point I would like to add in 1951 Congress recognized the 
area of discrimination from the standpoint of life-insurance companies 
when they taxed the insurance operations of mutual savings banks. 
The mutual savings banks and their life-insurance operations since 
1951 have been subject to the same tax that the life-insurance com 
panies have. 

I wish also to make it plain that there is no reflection meant upon 
the banks or the trust companies. They are perfectly within their 
rights in pursuing their operations in these trusteed plans. The banks 
and trust companies realize, | think, that we are at a competitive dis- 
advantage. I do not wish to create any aspersions on any other group 
of people who are engaging in this same type of business. 

Now, that is a subject again upon which you will have witnesses on 
Wednesday, more in detail. I wish te point out only at this point that 
our committee is in thorough accord in support of relief from this dis 
crimination. 

Term insurance: It is pointed out that as to distribution of the 
tax among companies an appreciable amount of term insurance cal 
limit tax hability in most of the suggested methods, except the total 
income approach. Methods based upon investment income would not 
develop as much tax on term insurance as the total income approach. 
It is felt, however, that the total income ap proach is not the only 
means of meeting this difliculty. An income tax based on gross in 
vestment income must be regarded in light of the State premium tax. 
One complements the other. The small tax on investment income is 
more than offset by the premium tax. This point will be elaborated 
upon in the further discussion of the gross income tax approach. 

Definition of a life-insurance company: As is pointed out in the 
staff report, it is essential to obtain a proper definition of a life-insur 
ance company in order to prevent the misuse of a life-insurance com 
pany for strictly income-tax purposes. 

. The investment company problem: The staff report adequately 
calles out the extent to which a life-insurance company may be used 
for this purpose. The report also points up the possible avenues 
which could be followed in rectifying the condition which the life 
insurance business itself recognizes as most unsatisfactory. Your sub- 
committee has the whole-hearted cooperation and support of the 
business in attaining this objective. 

The problem of a subsidiary company: Here again the staff re 
port accurately states the problem. The life insurance business is in 
complete accord also in seeking a solution of this problem. It is also 
suggested that before any legislation is attempted it would be wise, 
as 1s pointed out in the report, to see whether or not the situation cannot 
be remedied under the present regulatory power of the Internal Reve- 
nue Service. Our committee does not regard either problem 1 or 2 as 
insurmountable. 

The determination of the net income of a life insurance company : 

Other investment income: It is true that the expression “in- 
terest, dividends, and rents” in light of modern investment conditions 
probably has proved very limited in its 7 ei to certain new 
types of income which were not under consideration when the original 
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statutory language was developed. The staftt report mentions other 
tems of investment income which may not fall within the definition of 
“interest, dividends, and rents” such as (@) royalty income and (0) in 
come from operation of a business acquired by foreclosure. Our com 
mittee agrees that these items should be included in the definition of 
gee nt income. 

Z. Capit al gains and losses: There has alw: ivs been a difference of 
— on the question of the proper method of taxing capital gains 
or, In fact, whether their taxation is desirable at all. But it is get 
orale agreed, first, that any theoretically precise method of taking 
them into account involves so many administrative difficulties as to be 
mpossible and, second, that before the enactment of any ap proxi 
mately correct method, its advantages must be carefully weighed 
gainst the problems of administering it. 

Several tests of feasibility should be used before any existing method 
s extended into fields not heretofore invaded. Will the extension in 
crease the revenue? Willit produce greater equity in the cee 
of the tax burden? Will it be easily administe red in the new field, « 
will it produce new problems of administration and an increased num- 
ber of old ones? 

Not since 1921, when life insurance companies were taxed like all 
other corporations, have capital gains and losses been considered in the 
determination of their taxes. In 1942, the inclusion of capital gains 
and losses was once again considered and, despite the overwhelming 
need for additional taxes, Congress rejected suggestions upon recogni 
tion that such a tax was not suited to the peculiarities of the life in 
surance business. Thus the question is whether, after 34 years of 
settled policy, capital gains and losses should be reintroduced as a 
factor in the life insurance company tax formula. Does the test of 
feasibility furnish incontrovertible evidence that the change would 
effect an improvement ? 

We believe that it does not but, on the contrary, the inclusion of 
capital gains and losses in the life insurance company tax formula, 
while having little effect upon revenue, would greatly increase present 
\dministrative difficulties, and would needlessly alter generally ac- 
cepted concepts of life insurance company taxation. The reasons are 
outlined below. 

Life insurance policies and annuity contracts issued by life insur 
ance companies are, by their very nature, long-term contracts. 
Hence, life insurance investments are made to hold for income and 
maturity and not to be sold for profit. This feature of the life insur 
ince business tends to minimize the sale of assets prior to their 
maturity. 

The life insurance business is a growing business and it will be 
some time before the saturation point is reached. In the case of 
normal company, income exceeds disbursements, and the problem 
is one of placing new investments rather than the liquidating of 
existing ones. This characteristic of the business also tends to mini- 
mize the amount of liquidation of securities before their normal 
maturity dates. 

Asa result of restrictive State laws, reinforced by traditional prac 
tice, life insurance companies invest rae entirely in fixed income 
securities of a nonspeculative character. As of December 31, 195: 
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the assets of all legal reserve life insurance companies in the United 
States were distributed in the following proportions: 


Bonds 

Mortgages 

Real estate 

Preferred stocks 
Common stocks 

Cash, policy loans, ete 

With respect to all bonds and mortgages acquired at par and remain 

Ing amply secured, it will be recognized that (1) if they are held to 
maturity, no capital gain or loss can result, and (2) if they are sold 
or converted prior to maturity, any capital gain or loss will be the 
esult of the change in the level of interest rates. This is a type 
of capital gain which, in the opinion of tax students, is least appro- 
priate as the subject of tax. Such increases in value are only the 
reflection of changed interest rate which, in today’s economy, is so 
largely a product of Government monetary and debt management 
policy. Any such capital gains from sale or conversion of these assets 
are ery sory for they must only be reinvested at lower rates, and thus 
one yield is replaced by another of equivalent amount. 

if the security behind these obligations deteriorates, sale or con 
version can never result in a capital gain, but can frequently result 
in a capital Joss. Moreover, in the long run there is reason to believe 
that the sale of conversion of deteriorated securities will exceed 
vere the sale or conversion of securities in good standing. The 

eason, as emphasized above, is that life-insurance investments are 
made for income purposes, not for speculative gains. 

In the case of real estate, sale or conversion may result in either 
a capital gain or loss. However, in recent years, pursuant to invest 
ment real-estate statutes whose principal purpose has been to encour 
age the development of the housing field, life-insurance companies 
have sponsored many housing projects. From their very nature it 
is obvious that such ventures are nonspeculative, and contemplate 
continued ownership and management by the life insurance com- 
panies. This real estate, too, conforms to the long-term pattern of 
life-insurance-company investment. 

The capital gains or losses from the sale of common stocks may be 
proportionately larger. Because of the small volume of these stocks 
in life-insurance-company portfolios, however, their effect on taxes 
would be inconsequential. 

Capital gains and losses on all other assets are insignificant. 

The effect on income when these securities are acquired at prices 
above or below par is minimized because of the amortization method 
of valuation. This will be explained subsequently. 

To summarize, therefore, it can be said, first, that the assets held by 
life-insurance companies are not such as to produce either large capi- 
tal gains or losses and, second, that in normal circumstances, and be- 
cause of the character of these assets, capital losses might well exceed 
capital gains. 

Another important point to bear in mind in connection with the pos- 
sible taxation of capital gains of life-insurance companies is the 
method by which their securities are valued. As long as a bond, de- 
benture or fixed-income security remains not in default and amply 
secured, it is valued on the amortized basis. This covers a very large 
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proportion of life-insurance-company assets. The premiums paid for 
. bond is treated as a deduction from income and spread over the re 
maining life of the bond. On the other hand. esieaael is treated 

income and is also spread in the same manner. When these securities 
are held over a long period of time, therefore, what might otherwise 

\ppear as a capital gain or a capital loss if they were sold or converted 
would have alre: acy iceeeed as a part of regular income and, t 
already would have been taxed. The capital gains with respect to 
bonds valued on an amortized basis, there fore. are relatively insig 

ificant. 

There are now about 800 life-insurance companies reporting an 
nually to the Treasury Department. These taxpayers, owners of 
substs intial volume of asse ts, would be brought under the operation of 
a particular phase of the income-tax law which, probably more than 
any other, has been productive of administrative difficulties, contro 
versies, and litigation. 

(Questions of compliance and administration, even though the tax 
collected would be relatively small, would be numerous and difficult. 
Under these circumstances, one cannot be optimistic over the possi 
bility of a smoothly working system which included capital gains and 
losses in the determination of the tax on life-insurance compan 

The inclusion of capital gains and losses in the income-tax ¢ cunt 
tions of life-insurance companies would reverse 34 years of settled 
policy. The reasons advanced in connection with the earlier exclusion 
have cogency today. 

Apart from questions as to the wisdom of any capital gains tax, the 
long-term nature of the life insurance business does not lend itself to 
such treatment. There would be little increase in tax revenues, and 
the problems that have plagued the application of the capital gains 
concept would be multiplied. 

That concludes the statement. 

Mr. Mrs. Mr. Hogg, may I ask you a question about how the aver 
age insurance company handles this matter of capital gains or loss? 
I can well understand that there might be a possibility of more loss 
than gain. The gain now is not considered a part of investment in 
come under the definition of investment income. Assume that a com 
pany has a loss and it makes some gain in some instances, but on the 
whole it has lost $1 million in capital values. 

That is, it has sold properties altogether on which it has lost $1 
million. How is that $1 million loss en Is the investment 
income decreased by $1 million in that year or not ? 

Mr. Hoaa. My underst: anding 1s that it would be reflected Ina re 
duction of surplus. 

Mr. Minis. It would come out of the surplus and not out of the 
nvestment income at all. 

Mr. Hoge. That is right. 

Mr. Mirus. So neither is it added to nor deducted from investme1 
income under existing practices and law. 

Mr. Hoce. That is correct; it is not taken into account. 

Mr. Miuus. That is all. 

Mr. Curtis. Are there any further questions? 

If not, I want to thank both Mr. Adams and Mr. Hogg for thei 
presentation. 

We will stand adjourned until tomorrow at 10 o’clock. 
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Mr. Hoge. Mr. Chairman, I would like to further identify the 
committee and these gentlemen with a little more accurate descriptio1 
of who they are, and so forth, rather than relying upon the off-the 
cuff statement I made his morning, and I would like to give a little 
more extensive statement about the committee. 

Mr. Curtis. That can be done. 

(Whereupon, at 4:35 p. m., the hearing was recessed, to reconvene 
at 10 a. m., Tuesday, December 14, 1954.) 
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TUESDAY, DECEMBER 14, 1954 


Houser or REPRESENTATIVES, 
| SUBCOMMITTEE ON THE TAXATION OF Lire LNSURANCI 
CoMPANIES, OF THE COMMITTEE ON Ways AND MEANS, 
Washington, DG. 

The subcommittee met at 10 a. m., pursuant to recess, in the main 
iearing room of the Committee on Ways and Means, Hon. Thomas B. 
Curtis (chairman of the subcommittee) presiding. 

Present: Representatives Curtis, Knox, Utt and Mills. 

Present also: Representative Mason. 

Mr. Curtis. The committee will come to order. 

I think the first witness this morning, somewhat changing the 
igenda set up yesterday, will be Mr. Howell, executive vice president 
of the Prudential Insurance Co. of America. 

We are very hi: appy to have you, Mr. Howell. It is my understand- 
ng that you are going to deal with this subject of the reve rsionary 
chts of the polic: vholders, is that correct ? 

We Howe. That is right, Mr. Curtis. 
[ have submitted a prepared statement. 
Mr. Curtis. We have the statement, thank you. 


STATEMENT OF VALENTINE HOWELL, EXECUTIVE VICE PRESIDENT 
OF THE PRUDENTIAL INSURANCE CO. OF AMERICA 


Mr. Howeti. Do you want any of my background, or should I 
tart right in? 

Mr. Curtis. It would be helpful if you would give us a little detail 
ibout your background. 

Mr. “Howe Lt. My name is Valentine Howell, and | am employed as 
executive vice president by the Prudential Insurance Co. of America, 
ind I am a qualified actuary and ex-president of the Society of Actu 
iries, and over the course of my experience I have worked for the 
Prudential and the Equitable of Iowa and Guardian Life of New 
York. 

Mr. Curtis. Thank you. 

(Mr. Howell’s prepared statement follows :) 


STATEMENT OF VALENTINE HOWELL, EXECUTIVE VICE PRESIDENT OF THE PRUDENTIAI 
INSURANCE Co. OF AMERICA 


DIVIDENDS TO POLICYHOLDERS 


\ premium rate or capital deposit is a regular payment over a period of years 
to a fund on which interest is earned and out of which death claims and expenses 
ire paid. The actuary fixes the premium rate at a figure which, with an allow- 
ance for possible premium refunds in the form of so-called dividends, will be just 
enough to pay death claims and expenses as they arise, the fund heing exhausted 
with the last death claim. 
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Because death rates increase as people grow older, death claims are less than 
the premiums paid in at first, and the fund builds up in the early years; there- 
after, the claims, in the aggregate, exceed the premiums, and the fund diminishes. 

rhe fund, however, lias to be held by the company because it will ultimately 
be required to complete payments to the insured, and because, if the policyholder 
ceases premium payments, he, the policyholder, may draw out his share as a 
surrender value 

In fixing the premium rate, the actuary makes conservative assumptions with 
respect to future rates of mortality, interest, and expense. This is the allowance 
for possible dividends referred to above. 

In fixing dividends the actuary examines the operating results and determines 
how much of the deposits have been excessive and may safely be returned to the 
policyholders. As a part of this examination he tests the actual results with 
those assumed in calculating the premiums by means of “asset share” calcula 
tions This calculation is a comparison of the estimated share in the company’s 
assets arising from the policy in question over a period of years, compared to 

he policy reserve held from year to year under the policy Following is a brief 
discussion of the method used in this computation 

The expense section of the company’s last annual statement is analyzed, and 
the expenses (other than investment expenses) are divided into acquisition 
expenses, and other expenses, and each of these classes is further subdivided into 
those expenses that, because of their nature, may best be measured on a per policy 


or a per thousand dollars of insurance basis, and those which are more nearly 


li 
a percentage of the premium. Examples of per policy expenses are most clerical 


and office machinery expenses, rents, and premium collection costs. Examples 
of percentage costs are premium taxes, commission, and collection fees. 

When these expenses have been classified as above, they are measured by the 
appropriate measuring rod, which will generally be either the amount of insur 
ance or the premium income. Percentage expenses will be measured by the new 
or renewal premiums received in the year. Per policy or per thousand expenses 
will be measured by the new insurance of the year, or the average business in 
force during the year, taking account, in each case, of the average size of the 
policy From these comparisons rates of expense, based on current conditions, 
are obtained, and these rates are assumed to apply to the future. 

The net interest rate currently being earned is next computed, and based on 
this present rate, modified as required by any special conditions, and possibly by 
an allowance for future asset losses, an assumed future interest rate is decided 
upon 

The next step is an investigation as to mortality rates currently being experi 
enced by the company If the company is a large one, a mortality table is made 
up, based on the company’s experience over the past few years. For smalle 
companies, ratios of actual to “expected” deaths are obtained, using a suitable 

dard mortality table, which is then modified in accordance with these ratios 
and used to represent the company’s experience 

In addition to expense, interest, and mortality factors, information is obtained 
as to policy rates of discontinuance, cost of disability benefits, and any other 
pertinent information. 

Once in possession of all of the above facts, it is possible, based upon an 
assumed issue of $1 million of insurance upon, say, the whole life plan at age 
40, to construct an asset share, or financial history running 20 years into the 
future 

This asset share is a long and tedious calculation, involving a number of tech 
nical points. It traces the financial history of an assumed issue of $1 million of 
insurance, consisting of identical policies issued at the same age, over a period 
of 20 years. With respect to this imaginary block of business, the calculation 
shows, for each year over a period of 20 years: 

(1) What the premium income may be expected to be; 

(2) How much will be paid out in death claims and nonforfeiture benefits ; 

(3) What the projected commissions, taxes and expenses will amount to; 

(4) How much will be earned in interest ; 

(5) On the basis of the foregoing assumptions, how much money, or assets, 
Will be accumulated by this block of business. 

In order to get these results, the first step of the procedure (ignoring some of 
the more technical points involved), is to apply death and other discontinuance 
rates to the commencing $1 million of insurance in such a way as to show the 
assumed amounts of business becoming death losses and lapsed and surrendered 
insurance, and the amounts remaining in force for each year of duration of the 
insurance 
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Based on this table and the premium rate per $1,000, tl 
income is compieted for each year, and from this assume 
deducted all of the various items of yearly outgo except dit 

The part of the premium income remaining after 
the yearly additions to the funds (assets) arising ft 
of policies. These yearly additions to funds are next acc 
interest corresponding to that actually earned on a pres 
pared with the policy reserves that must be held. The 
accumulated surplus that is available for dividends a 

These “asset shares” are made up for all of the J 
commencing ages 20, 35, 50, and 65 (or at 10-year : 

Having from these calculations arrived at the amounts vailal f 
actuary determines the part of these funds which should be retained t 
for future contingencies and the part which should be re led as dividend 
rently, or in the form of a final “settlement” dividend 

However, the amounts retained for contingencies 
held because the dividend scales, including terminat 
as to return to the particular group of policyholders a 
by them—none of them will remain permanently wit 

It will be noted that in figuring these asset accu! 
the expenses have been assessed just as of the fil 
penses for the next 9 years thereafter are higher 
and tax rate. For this reason the actual funds or 
of newly issued , ire much less than the 
which are figured on the basis of level ex] 

Nevertheless, dividends are paid beginning with the first or second ye 
issue, So that newly issued policies are a net statement liability to the 


enses 


for the first 7 to 10 years after issue and will have contributed nothi 
statement surplus prior to that time. Ultimately, as was said before, the 
dends, supplemented by a final terminal dividend if necessary, return 
policyholder all that he has contributed to the company in excess of 
needed to fulfill its contracts. 


Mr. Howetxi. My prepared statement that you see 


is necessarily a technical statement. It deal 
of determining the amounts aa aaa for poli 
mutual life-insurance compan 

If you are interest ted } In the li ject I hope that you will read 
statement. I won’t attempt to ried it, but I will point out to you 
that the gist of it is contained in the first 5 paragraphs, and then skip 
ping to the last 4 paragraphs of the statement. 

Mr. Curtis. Now, I wonder if we might do this: Suppose that you 
read that portion so that we can follow it as we go along. 

Mr. Howeru. I would be glad to do that. 

Mr. Curtis. I will tell you why it is helpful, because we can follov 
that, and then in the event that we think we have s mieaecioesond what 
you have said, we have the written word to go back to. I think 
would be helpful. 

Mr. Howett. I will be glad to do that. 

However, since preparing the statement, Mr. Curtis, I have gone 
over the points that I wanted to emphasize—points that I considered 
to be of more importance—and I wonder if I could stick to this alter 
nate text. I think that I will make it clear as I go along. 

Mr. Curtis. All right, we will try it that way. 

Mr. Howe. Now, basically an insurance premium is a regular 
payment to a fund, not a bookkeeping fund but a memorandum fund 
kept in the actuarial department. It is a regular deposit to a fund 
which accumulates with interest, and out of whicl h are paid expenses, 
death claims, and dividends in the case of a participating company. 
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Those premium rates are so fixed that, after dividends have been 
paid, the fund eventually is exhausted when the last policy in that 
dividend group matures. 

Now, the actuary fixes this premium rate at a figure, as I say, that 
will be just enough to pay the death claims and the expenses as they 
arise and then use it up, except for a very small residual amount of 
going surplus, less than a fractional percent of the assets. This sur- 
plus is carried along, and was in the company when the policyholder 
joined the company, and stays with it when he leaves, 

The rest of the company’s surplus is made up out of the accumula- 
tions of these dividend funds which show a surplus on the reserve 
during their continuity. This surplus is finally extinguished only 
when all policy vholders entitled to such surp lus hi ave died or discon 
tinued their insurance. 

Mr. Curtis. What about your mortality gains? 

Mr. Howewii. That is all in the fund. 

Mr. Curris. It is in the fund, but it could be a surplus over the 
basis on which you set it up actuarially, though ? 

Mr. Howenu. That is what I am coming to. Changes in the mor 
tality rates, and in fact all other changes from the original basis on 
which the premiums were calculated are adjusted by the dividends 
that are paid over the continuity of the policy. 

Mr. Curtis. That is the theory, but we are trying to determine 
whether or not the theory is actually practiced. Our preliminary 
studies indicate that it does not go back in dividends, and that there 
isa residual amount that is retained and as near as we ean figure never 
does go back, although in theory it is the policyholder’s. 

Mr. Howeww. This is not theory, I assure you. It has been my jol 
to be responsible to the directors of the P rudential for the divide i 
for a goodly number of years, and I assure you that this is what we 
do, and not what we theorize about. 

Mr. Curtis. What. we are trying to do is to go through the steps 
that make you come to your conclusion. One question that imme 
diately will bring it to light is this: 

When you set up your books on an insurance group, it is by groups, 
Is 1t not? 

Mr. Howetw. Yes, it is by groups, but I want to emphasize it is not 
set up on the books of account. 

Mr. Curris. And if you do not earmark a pro rata amount of what 
might be called general surplus, to each of the groups, how can you 
then say that this residual ever does go to i when the last re- 
maining people in a particular group die off or are off the books 
com vletely ¢ 

Mr. Howe... I suggest that you let me go along with this testimony, 
and then perhaps after I am through we will come back to anything 
that 7 want to ask along that line. 

Mr. Curtis. Let us go ahead. 

Mr. an L. Out of this fund that I am talking about, and I em- 
phasize again it is not a bookkeeping fund, we have to pay commis- 
sions, medical examination fees, and other first-year expenses. That 
means that the fund for the first year or so amounts to practically 
nothing because those expenses approximately equal the premium 
in the early years. 
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After that the death rates are at first low, and they increase with 
the age of the policyholders, and the fund consequently starts at zero 
for the first year or so, and then grows rapidly while the death rates 
are low. Eventually the growth slows up and, after some years when 
the claims exceed the premiums, the fund is extinguished. 

So that at the end of the period throughout which the dividends are 
steadily increased, the fund dividends plus the final death claims ex 
tinguish the fund. 

Well, now, let me talk a little about dividends. In fixing thes 
premium rates, the actuary makes conservative assumptions, with 
respect to the rates of mortality, interest, and expense. I am talkine 
now about a mutual company. When he calculates the dividends 
remakes these forecasts, using realistic assumptions as to what the 
mortality and the interest and the expense has been and is going to be 
By realistic, I would define assumptions that in his judgment are 
equally likely to be better or worse than actual experience—in other 
words, a middle-of-the-road assumption. 

On the basis of those realistic assumptions, he figures out what the 
insurance has cost and will cost. The dividend > difference be 
tween the realistic figures and the original premium, which was on a 
conservative basis. 

This process is repeated periodically. If conditions change ma 
terially, for examp le, he makes another forecast and then changes 
the dividends consistent with that other forecast, either up or down. 
Over the full term of the premium, the cost of the lrance keeps 
pace with actual conditions 

In the end, each group of policies has returned to it the surplus that 
it has contributed to the conip ny. Now, that I think makes it clear 
that this question of dividends is not a bookkeeping | 
is not on an individual year basis. 

At this point I want to make it clear to you th: is fund I 
talking about is not the policy reserve, although s alhed 
nature. The fund grows more slowly at first than the policy reserve, 
if the reserve held is on a level premium basis. For the first few vears 
after the policy is issued, the policy is a net liability insofar as the 
company hooks of account are concel ned, ! \ ords, the e rly 
policies cost the company something in surplus sate n. the divi 
dends are such that this fund exceeds the reserve, and continues to 
exceed the reserve during the continuance of s group of policies 
in force up to the end when the dividend scale i nt upward to 
consume any surplus that exists by the final termination of that par 
ticular dividend group. 

I want to emphasize this: Phe amount of these dividends is bas eally 
independent of the reserve held by the company for e policies. The 
dividends are based on the premium rates and on the actual expenses, 
the actual mortality, and the actual interest earned without respect 
to the reserves held, until the fund s finally extinguished. 

In fact, three companies may be the same size, may charge the same 
rates, may pay the same dividends throughout, and yet one of those 
companies may have a high reserve and a low surplus. Another on 
may havea re ‘lative ‘ly smaller reserve and a higher surplus, and a thn 
company may have a low reserve and a high surplus, and yet the 
companies are the same size, and have the same premium rates, and 
the same dividends are paid throughout the term. 
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Mr. Curtis. Mr. Howell, can I interrupt you to say this: The me 
chanics of that I don’t believe the committee is particularly interested 
in. We are trying to get to one thing. After all s aid and done, 


i ‘ 


tnese dividends thi: CL are rater li ied ao not pass on to tl e policyhol de rs 


of a group all of the urplus that has accrued to that ae through 
mortality gain unless, as in some instances that we are aware of, 
there is a terminal dividend. ) ne (lifference s the possible ter 
min al dividend and that is the problem I wish tl 
yours LE to, 

Act ‘aaibe, I do not see how you can really identify that group. The 
croup kee ps vetting smaller, doesn’t it. even the group that you are 
di cussing has cash surrender at certain times, and at the cash sur- 
render at a given time, that particular person does not get all that 

earmarked because you still maintain a surplus. Theoretically, 
you might say, on cash surrender, that person has a right to that 
portion of that additional overage. 

Mr. Howeu.. Mr. Curtis, in the case of a cash surrender that policy- 
holder has a right 

Mr. Curtis. It is a contractual right. 

Mr. Howetx. To a certain surrende or value. 

Mr. Curtis. Let me ask you a question. I am the one that is trying 
to find out what it is, and I may be thick, but if you will answer my 
question then perhaps we can solve this. 

Mr. Howe tut. I tl hought I was going to answer that one. 

Mr. Curtis. And perhaps I am wrong here. But your cash sur- 
render is a contractual thing. 

Mr. Howetu. Yes. 

Mr. Curtis. Now, on your cash surrender is the policyholder given 

n additional amount beyond the contractual amount ? 

Mr. Howe... In fact, he is given nothing beyond the contractual 
amount unless there is some surplus in excess of the contractual sur- 
render value that is paid in the form of a terminal dividend. But 
do not forget, Mr. ¢ ‘urtis 

Mr. Curtis. I just want to know that one thing. 

Mr. Howe.u. Let me qualify it now because it is quite important. 
He is given the reserve less a surrender charge, part of which, and 
a small part of it, is due to the expenses of making the surrender. 
A much more import: unit ee ot the surrender charge is an 
allowance for the fact that the company is subject to call so far as 
that cash surrender value is concerned, and obviously the company 
is not in a pee always in times of crises to pay those surrender 
values unless it keeps itself in a condition so liquid that it sacrifices 
interest earnings that would otherwise go to the benefit of the other 
polic vhol lers. 

Mr. Curtis. What you are saying is that the reserves and surplus 
ise that group still have to be maintained as long as you have 
a sizable number in that group, and therefore a person cashing in 
ata pastries 4 ime will not really get a pro rata share of the reserves 
and surplus, because you still need it, which is understandable. 

But if you follow my trend of thought, as that group which you 
have originally insured keeps getting smaller, the need for those re- 
serves and surpluses of course contracts, I presume, so that ulti- 
mi stel) if this theory were followed, the last policyholder in a group 
would get the final amounts in that fund. 


1 that vou would address 
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Mr. Howe... That is right. I agree with you 100 percent. 
Mr. C1 RTIS. Now. our question 3 whe t] e] th ul - illy ne W 
works out, or isn’t what happens the fact that tl ast policyholdei 


goes off the books in that part cular group, ind le in the hands of 
the company are certain surpluses ind resel 
in that group of policies. 

Mr. Howetu. That is not the 

Mr. Curtis. That vhat 5 
out? We do know this, and 
there are terminal dividen 
stand it, or maybe the compat 

Mr. Howe nu. No, it is not required. 

Mr. Curtis. That is not true in al 
is not a routine thing, is it / 

Mr. Howetu. I think tl 
that is, whether it is a termi 
increase in the scale payment 
undistributed surplus at that 
cause in each case the surph 
say, to a small amount. The acti 
the future needs of each oroup. And he 
he finds he has more surplus than is needed. 

Mr. Curtis. But suppose you | 
paid-up group, maybe that will il 
longer making premium payments. 

Mr. Howeuu. That doesn’t matter, vot 
that group. , 

Mr. Curtts. Then he 
ay where there is a survivor wl 
basis, that those payments would 

Mr. Howetu. Yes. 

Mr. Curtis. Then the real questior 
asked, do you set up on your books in 
acertain groupa pro rata share ii 

Mr. Howetu. It would be phvysie 
book accounts. aii 

Mr. Ci RTIS. Yes. but please answer my questio 
about why you do not do it, all Iam asking 

Mr. Howetxt. Do you want just yes or no? 
want that one answer. Otherwise I woul 
why it is not done. 

Mr. Curtis. But you see first 
uation. Now, it is not done. 

Mr. Howe tu. It is not done. 

Mr. Curtis. Then the next question 
computations if it is not done / 

Mr. Howeti. By means of the periodic caleu 
and that was why I gave it to you in such deta 
do the same thing. When I spoke of looking a 
didn’t mean in a general way the actuary sits dow! 
paper and makes some wild calculations. We have 
caleulations for these dividend groups. That is what I started to 
when I said it was an expensive proposition even the way we do it. 
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If we tried to keep account of each policy, obviously it would be 
too much. 

Mr. Curtis. I can ap ypreciate you have good reasons for these 
things. All I am trying to find out is what is actually done, and then 
try to figure from that basis how this thing works out. 

Now, of course, each time you say you adjust it to your actual 
experience, of course that too is still going forward, with forward 
estimates, as to what would happen in the future, so far as these re 
serves and surpluses are concerned. 

Mr. Howe. Yes. 

Mr. Curtis. Now, then, I would like to ask you, in your statement 
that is going to be filed with the committee, vou do go ‘through i in de 
tail to demonstrate that. 

Mr. Howett. That is how we get at the basis of these calculations. 

Mr. Curtis. And yet we have gone into the accounting of insurance 
companies, and we find these sums of money that still remain with the 
insurance companies. 

Mr. Howett. I can’t emphasize too strongly the fact that these cal- 
culations are not an accounting basis. I was about to demonstrate 
that the book accounts can be totally misleading for the purposes we 
have in mind, for sereten distribution in the form of dividends. 

I thought I had illustrated that when T said that it is possible 
to have three companies, paying, justifiably, the same dividends, 
and on the same premium rates, one of which would show a high re- 
serve and a low surplus, another one which would show a relatively 
smaller reserve and a higher surplus, and still another one showing a 
low reserve and a high surplus, and yet for dividend paying purposes 
those companies would be identical. 

You cannot determine from the annual statement the dividend pay- 
ing capacity of the company. You cannot determine it. It is based 
on the asset accumulations, and not on the figures shown in the 
balance sheet. 

Mr. Curtis. Let me get at it this way, perhaps. In the instances 
where a terminal dividend is paid, how is that computed ? 

Mr. Hower. That is computed again from looking ahead and find- 
ing out what we need. This is toward the end of the ope ration. 
Termina! dividends generally are paid at the longer durations, and at 
that point we have an accumulation to show what has been accumu- 
lated on that particular dividend group, and since they are approach- 
ing the end of their course we have a very good idea how much is now 
going to be required for the future, because the future will not be 
as long a future as when the policy was first put on the books. 

Mr. Curtis. Now, of course, we must take one other possibility of 
gain which is from the loading factor. 

Don’t you have different types of groups on your books, and a 
great variety, and one group would be possibly more expensive for 
handling than another? Do you attempt to make estimates like that, 
as far as allocating to a certain group their proportion in the loading 
gain ? 

Mr. Howext. Yes, indeed we do. It is done very elaborately, I 
might say, and we put a great deal of thought on it. You take a policy 
with a $5,000 minimum, and that may be what vou have in mind. We 
calculate very carefully how much saving in expense is due to the 
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higher minimum of the policy and give that particular group of 
policies credit for the saving in expense. 

Mr. Curtis. But you do not give it to them as a closed group, you 
do it more on an individual policy basis, is that right ¢ 

Mr. Howe, No, it is as a group, always as a group, and never o1 
an individual policy basis. When they finally get down to the divi 
dend, it is obviously on an indi aan policy \ basis, but the amount 
of the dividend is entire ly on a calculated group basis. 

Mr. Curtis. That is what h: siecle ed me. You say it isn’t a book 
keeping operation, and I have assumed from that statement that it 
wasn't on the books. Would you clarify that? You must have son 
reference on your books to that. 

Mr. Howewn. We have a great deal of information on our books, 
to determine dividends. We have from the annual statement our 
receipts and disbursements, and we know how we ca caleulate the 
mortality rate by age and by plan of insurance. 

Mr. Curtis. In specific groups, you mean ‘ 

Mr. Howeiu. Yes, in specific groups. As a matter of fact, in the 
mortality distribution the groups are very much larger, but never 
theless we have groups. 

Mr. Curtis. Suppose I were to come to your company and want to 
know what the present standing of a certain group of policies would 
be in respect to whether or not there has been mortality gain as far 
as that group is concerned, and loading gain, and interest and so forth. 
From your data on your books you could tell me. 

Mr. Howe tt. I could tell you what the total position of the policy 
was. That is something that I tried to interject and I want to empha- 
size it. In our dividend calculations, in these asset share calculations, 
we make very little effort to separate mortality gain. We know what 
the mort: lity itself is in the company, and we don’t compare separ‘ ately 
the actual expenses with the expense allowance in the premium, but 
we do know what the actual expenses have been. ] im talking about 
rates, now. 

Mr. Currts. Yes, I am, too. 

Mr. Howeti. We know what the actual interest rate is and we | 
that from the annual statement. 

Mr. Curtis. Let us take mortality, which you started to em phi size. 
You don’t compare the actual to the — on which you originally 
set up that group of policies, so how can it have any meaning ? 

Mr. Howey. Just as I said in my first part of the remarks, Mi 
Curtis, we recalculate a total cost or a total premium whater 
vou like on the basis of these actual factors. 

Mr. Curtis. Yes, | rut you have to have reference to how vou set it 
up on your books 1 in the begin ining. 

Mr. Howe... No, the reference goes back to the original premiw 
When you come to the div idend, the dividend in essence is the differ 
ence bet ween the original premium basis, and the b: of the ict | 
experience, both past and our estimate of the futr ». icate what 
it 1s actually voing to cost the ( company. 

Mr. Curtis, But your dividend is based on, or everything has to 
be based on the way you originally set up thie on your books, as to 
what your mortality table is. That is the rate you charge. So it 
must hi ave reference to that. and there must be some w LV of compar 


I 
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ing your actual mortality experience, let us say, in a certain group, 
with what your estimates were when you put it on the books. 

Mr. Howetx. Well, we compare it, with any standard table of mor 
tality, Mr. Curtis. but I don’t see what your difficulty is, and why you 
say we must an: ilyze these things separately. 

Mr. Curris. How else do you know what your mortality gain is, 
for that particular group, from your experience with that group. To 
me that is important. 

Mr. Howewn. Actually we know what it is, but I am now saying 
that in figuring the di idends we know what the cost is on the Seats 
of our actual mortality, our actual interest, and our actual expense 
rates. That is really all we need to know. The difference between 
the premium charged and the dividend is obviously the cost. Isn’t 
that right? 

Mr. Curtis. Your original theory is that it all balances out. Your 
theory is when you make you original charge 

Mr. Howexu. In other words, it could happen that we had a loss 
from the loading factor, a loss from the interest factor, and, if it is 

an insurance policy, a gain from the mortality factor. It doesn’t 
bother us that some of those factors may be in the red ink. We don’t 
need them all to stand on their own feet. 

Mr. Curris. Let me pose a general question which might bring this 
out a little more. If there are not surrender and death dividends in 
a certain group, and I understand that a lot of your policies are set 
up where there aren’t such dividends, do the last survivors get not 
only their share, but also all that was not paid to those who surren- 
dered or died ? 

Mr. Howet., If there is any such, yes. 

Mr. Curtis. Then it is a question of determining whether there is 
any such. 

Mr. Howe tu. Yes. 

Mr. Curtis. That is what we are trying to get to, so that doesn’t 
help usany. Iam going to have to read your statement. 

Mr. Howexi. Do you want me to go on, or are there any other 
questions ? 

Mr. Urr. I would like to ask a question or two. 

Is it your concept of the mutuals that they are a double entity, one 
as a group cf policyholders, and others as a separate corporate entity 
for the handling of business? 

Mr. Howeri. Do you mean from a legalistic point of view? I 
would say in any sense there is no distinction. A mutual company is 
a creature of the policyholders, and it has no existence any more than 
any other cooperative enterprise. 

Mr. Urr. Is it your contention— 

Mr. Howeurt. Sometimes it gets so big—— 

Mr. Urr. Is it your contention that the policyholders get all of the 
earnings of the company ? 

Mr. Howe... Yes. 

Mr. Urr. And you do not hold with the belief that every policy 
should contribute to the general surplus of the company for the pur- 
pose of growth and expansion ¢ 

Mr. Howeti. No. They only leave with the company about the 
same share of the surplus that was in the company before they came 
to it. 
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Mr. Urr. I would like to direct your attention then to a state1 
made by Mr. Maclean, who was supposed to be a in Insurance expert, to 
the effect that the usual view is that a policy should make a contribu 
tion to the permanent surplus or contingent fund (Staff summary, 
» Bod. 

Mr. Howetxi. They make it during their existence, sir. While the 
policyholder remains in the company, the total of funds that I am 


talking about exceeds the reserves held, and it is only when he leaves 
ee ee ee is a terminal 
but sometimes by i increased payme we over the final years 

Mr. Utrt. Dorian the existence of that arene of policies, 
tain amount of money or income siphe “<l off for th 

we al 

pansion of the company, which wealas never go b 
policyholders ? 

Mr. Howetn. No. aap a sinclar fled er ambarerigr 


ee for this purpose, and then by the time the ] . 
iwhes maturi ity, its surplus, except tor thee verv small residual sur- 
aaa vill be paid back, and by that time this new growth secured by 


the expansion—and I take it you mean a natural expansion incident 


an 
to the growth of any corpor: ition the surplu borrowed is replaced by 


the surplus that has meanwhile accumulated on the new policies—the 
ones resulting from the use of the borrowed surplus. 

Mr. Urr. On that theory there would be absolutely no taxabl 
income, if itis a purely mutual and every cent is returned to the policy 
holder. 

Mr. Howet.. Well. I k theoreticalh 


taxable income, but I suppose we have to be prac ical about it. 


I 


Mr. Urr. Under that theory, if you took a group of 1,000 pe 
and they began to be surrendered along the line, and I was the ulti 
and I had the number 1,000, and you had set up sufficient reserves, 
might get back, if I had a $1,000 policy, I might get back $10,0 

Mr. Hower... If they y began to be surre nde rec all along t} 1e line. it 
would | t le 
company more than the surre nder v: alues paid to liquify its assets to pay 

those values. That Is the basis I | ave said before, of maki Fa sul 
1 eect in addition to the cost of the surrenders themselves. 

Now, that isn’t a theory. During the oreat depression some com- 
panies were actually paving out in surrender‘values substantially more 
than the income they were taking in, and at a time w] 


© Ina time of finar | rises, ind po by]y Ol cost the 


: nen it was exceed 
ingly difficult to sel] secul ities. Some ot the mh had to bol row trom the 
RFC. 

Now the Prudential is a large company, and at that time 
pay s surrender values in cash during the first 10 years of its 

olicies, but even so at one time we were just about at the point 
we would have to sell securities. 

Mr. Urr. The final question would be if all of the money is retur 
where does the money come from in a mutual company for expans 
and srowth of the company, if it cdloes not come from the current pol cy 
holders ? 

Mr. Howe tu. Well. it comes, sir. but it is borrowed. 
replaced. 

Mr. Utr. Well, it never comes back to them, because you have 
it for expansion. 
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Mr. Howey. We have spent it to get new business, but when that 
new business is in force for a few years, the accumulated surplus is 
sufficient to maintain the company’s surplus. We have by then paid 
back the borrowings of the original group. 

Mr. Curtis. Let me pursue it a little further, hoping that we 
can make some sense out of it, because I will be honest with you— 

Mr. Howett. I am sorry it doesn’t make sense to you. It makes 
sense so completely to me that I despair. 

Mr. Curtis. I am trying to produce a meeting of minds. <A stock 
company, in order to go into business, has to have certain paid-in 
capital. 

Mr. Howe. That is right. 

Mr. Curtis. And it comes from stockholders. 

Mr. Hower. That is right. 

Mr. Curtis. If it expands its business, it is going to need, theoreti- 
cally, new business from stockholders or from an independent source, 
and it can’t come from a participating policy. 

Mr. Hower. You mean if it needs money, in excess of the normal 
growth, let us say ? 

Mr. Curtis. No, sir; I mean if it needs money, that it costs so much 
to put any piece of business on the books, and if you are going to 
write instead of 1 million policies you are going to then expand to 
10 million, and that expansion requires financing. 

Mr. Hower. All right, go ahead. 

Mr. Curtis. If it continues to grow, it continues to require that 
money for financ oie, just as if it were—— 

Mr. Howexx. After it reaches a certain point there is enough sur- 
plus emerging from the existing policies, even in a nonpar company, 
to finance the new business. 

Mr. Curtis. Let us use another example that was used yesterday. 
It can be a revolving fund which has been described, and I can appre- 
ciate that once you get a revolving fund set up that it does not require 
additional money, but a revolving fund set at say $1 million, will 
handle a certain amount of business. If you expand you need a 
volving fund of a larger amount. 

When you do expand, you have to increase that revolving fund, 
and that money never goes back and never goes back anywhere. It 
remains in the business, as a revolving fund, and I don’t care whether 
it comes originally from stockhol« lers. If that fund exists, it had to 
come from somewhere. 

\s near as I can figure, and your explanations to date have not 
disabused my mind on it, it comes from the policyholders in these 
various gain figures. It may be after reading vour statement, Mr. 
Howell, that I will understand your explanation. 

Mr. Howriyi. Well, I hate to terminate this thing. 

Mr. Curtis. I can understand the English language, but I am afraid 
itis more than that. It is a very serious and important question that 
has not been adequate ‘ly answered. 

Mr. Howeit. Supposing you ask some more questions. 

You see, my trouble is I don’t know why this isn’t clear to you. 
That is the difficulty. 

Mr. Curtis. Let us leave it this way, Mr. Howell. We will read 
your prepared statement, and then are you going to be available it 
the next day or so? 
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Mr. Howe... Well, I will make myself available. Ll had not 
tended to be here. 

Mr. Curtis. Perhaps in going over your statement, because this 1s 
complicated, and that may be the difficulty, we will develop specifi 
questions. We have spent considerable time in executive session, not 
only with people of your industry but also with the State insurance 
commissioners, pursuing this same thing, and I am satisfied that it 
just isn’t blindness on our part. 

Let me finish now, please. There are a great many people who ar 
in this fie ld of insurance who have come to the conclusion that this 
money does not go back. 

Now, the committee i is still not ready to conclude that those conclu 
sions are correct, but I must say that the explanation offered here, as 
far as I am concerned, has not thrown any light on it. So let us 
leave it this way: We will read your statement and then try to formu 
late other questions that may make this saneedl clearer than it 1s. 

Mr. Howetu. Before I leave, and because it isn’t covered in my state 
ment, I would like to restate what your problem on the stock com 
panies is. 

Mr. CURTIS. ] think that we have been over t at, and I think we 
know the problem and I think we know what we want in the w iy ol 
information. It is not a attempt to = 1 \ blame one way ol 
another as to why we can’t understand what you are saying. It can 
be entirely our inability to _ sti and. 

On the other hand, we have | e job to try to unde rstand this thing, 
and we are going to go over ties aoa statement and see if on the 
basis of that we can come up with more intelligent questions so that 
this matter can be understood. 

Mr. Howrii. Would you read my testimony here 

Mr. Curtis. We will read the statement he ‘ the reporter ca 
prepare that portion for us. 

Mr. Howein. Thank you. 


( TI 1e following information was later rece 
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THE PRUDENTIAL INSUR 
Vewarl 
Mr. THOMAS B. Curt! 
Chairman, Subcommittee on Taxratio of Lif Insu 
Committee on Waus and Means, Washington, D. ¢ 


DEAR Mr. Curtis: Enclosed herewith is a memorandum wl 
strates that an established mutual life-insurance comp i 
reasonable amount of new business each vear and 
accumulated on each dividend group of policies to the 
deduction for the cost of new Seathaiie 

As stated in the memorandum, this in itself is not proof that the whole of 
accumulations is, in fact, returned by the companies lence as to this will b 
furnished to the members of your staff scheduled to visit tl mmpany in ore 
to make a survey of its dividend calculations, The memorandum does, howe 
indicate that all of the surplus can be returned without any impediment 
normal operations. 

I would like to have the memorandum inc] 
mony and would, needless to say al 
members may care to make 

I am also enclosing a summ 
figures used in my statement are 
supplement. 

Sincerely yours, 
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LIFE INSURANCE COMPANIES 


ENTARY MEMORANDUM SUBMITTED BY VALENTINE HOWELL, EXECUTIVE VICI 
PRESIDENT OF THE PRUDENTIAL INSURANCE Co. OF AMERICA 


In view of the belief that has been expressed in the course of this hearing that 
the cost of new business—the expansion cost—in the case of a mutual life-in- 
surance company necessarily is financed out of the retained earnings of policy- 
holders, the following statement is submitted in support of the assertion that it 
is practicable for a mutual life-insurance company to secure an increasing amount 
of new business from year to year and still return to all policyholders all of their 
contributions to the company surplus. Evidence that this is, in fact, the case 
for the mutual companies will be submitted at a later date. 

In the case of the Prudential, an asset share calculation made as part of its 
dividend calculations shows that for a group of Modified “3” life policies issued at 
age 35 at a premium rate of $23.13 per thousand, the rate of asset accumulation 
after payment of dividends is, for each of the first 20 years, as shown in the first 
column of the following table. The second column shows the policy reserves held, 
and the third column, the surplus that has been accumulated on the policies up 
to the end of the year stated. At the beginning of the 65th year the original group 
of 100,000 policies has been reduced by deaths and other terminations to 121 
policies, all of which terminate by death in that year, leaving a residual surplus 
for the entire group totaling $4,744 
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For all practical purposes, this meets the assumption that the dividends will 
be so fixed that the surplus will be completely returned to the policyholders 
prior to termination of the last policy (evidence as to the company’s practice as 
to this will be submitted at a later date). 

If the reserves held, instead of those illustrated in column (2), were always 
less than the corresponding asset accumulations, or if the company were not 
required to hold any policy reserve liability whatever on its policies, it is evident 
from the first column that the “cost of new business” would then become negli- 
gible, so that a mutual company, apart from a very minor first-year out-of-pocket 
cost (and in the case of endowment policies, where first-year costs are less than 
the premium received, no cost at all), could write any amount of new business 
it was able to secure without drawing on the funds of existing policyholders. 
The problem of the cost of securing new business would simply not exist. 

It will also be granted that whether or not reserves must be held, exactly the 
same premium will be paid on the policies, the same interest will be earned, the 
same dividends, surrender values and death claims will be paid out, so that the 
fund will be exhausted with the last death if the dividends are calculated to 
produce this result. No funds will have been diverted to pay for the new busi- 


ness of other years of issue, and each group gets exactly what it is entitled to. 
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The problem, therefore, has resolved itself into that of operating the com- 
pany so that the aggregate amount of the reserves held, for all years of issue 
up to and including the current year, will not total more than the total of the 
corresponding asset accumulations. This limitation is because the total asset 
accumulations for all policies in force in a company, including current issues 
(its net assets), is the total of the asset share accumulations on all of the 
dividend groups, and the corresponding total of the reserves is the reserve 
liability shown in the balance sheet of the company. So long as the 1 d ts 
exceed the reserves held by a reasonable margin, the company is in a sound 
operating position. 

This argument in no way questions the validity of the reserves; it simply 
demonstrates that for any normal distribution of the new business and the 
insurance in force of an established company, the tota eserves held will be 
exceeded by the assets accumulated on the policies 

This is evident because, since a scrutiny of the third column will show that 
the surplus years greatly exceed the deficit years both in amount and in 
number, it follows that for a well-established company any amount of new 
business within reason may be written without endangering 
fecting in any way the eventual return of all of the contributed surpl 
dividend group. 

It is believed that the general impression that the financing of new business 
is a substantial drain on the resources of the company results from the belief 
that the early expenses exceed the premiums paid in for a number of yea 
and that consequently there results a considerable out-of-pocket expense. This 
is not so, as is shown by the figures of the table If the reserves held are figured 
on a preliminary 
“cost of new business” is very greatly diminished. The basic reason why new 
business is not a substantial cost to the company is, of course, that in figuring 
the dividends in a mutual company, or the premium rates in a stock compat 
the acquisition cost of his own policy is allowed for and assessed on the policy- 
holder himself. 
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Mr. Curtis. The next witness is Mr. Bell, the vice president and 
general counsel of the Mutual Life Insurance Co. of New York. 
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STATEMENT OF HAUGHTON BELL, VICE PRESIDENT AND GENERAL 
COUNSEL OF THE MUTUAL LIFE INSURANCE CO. OF NEW YORK 


Mr. Curtis. Will you state your name, Mr. Bell, and who you are 
appearing for? 

Mr. Beit. My name is Haughton Bell. I am vice president and 
general counsel of the Mutual Life Insurance Co. of New York, and 
1 am appearing for that company and its million policyholders. 

Mr. Curtis. You are not appearing for one of these insurance 
groups, then? 

Mr. Bett. No; 1 am appearing independently, and I am appearing 
for the company. I think that there are a number of others who may 
express their approval of this proposal that we have made. 

Now, in line with what you said yesterday, either Mr. Dawson, the 
president of the company who is here, and who just finished last 
week monde, as president of the Life Insurance Association of 
America, or I, have represented the company on the joint tax com- 
mittee of the caer try since the proposals for the 1942 law were under 
consideration. 

We have therefore had some familiarity with this problem. 

Now, in preparing this statement, the principal work was done by 
the ofiicers of our company, Mr. Dawson, the actuaries, the research 
division, and others. We have had the assistance, the very good assist- 

ince, of officers of a number of other mutual companies, ‘and members 

of the staff of the Life Insurance Association of America, and we 
have also had some very constructive suggestions from several trus- 
tees of our company who have been deeply concerned about this 
matter. 

I think it is fair to say that this statement is the preduct of many 
minds. 

Mr. Curtis. Thank you. 

Mr. Beit. Now, I have submitted several memoranda, and I am 
going to, in line with the chairman’s suggestion, read from the long 
memorandum, which is entitled “The Federal Income Tax on Life 
Insurance Companies.” 

Mr. Curtis. Would you like to have not only your full statement, 
but this summary included, too? 

Mr. Bet. Yes, sir. I would—the full memorandum, the summary, 
the objections to a tax based on policyholders’ dividends, and the 
memo that I filed in opposition to a tax based on additions to the 
surplus—four memoranda in all. 

Mr. Curtis. Without objection, it is so ordered. 

(The documents, submitted by Mr. Bell, are as follows:) 
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FEDERAL INCOME TAx ON LiFe INSURANCE COMPANIES 


(By Haughton Bell, vice president and general counsel, the Mutual Life 
Insurance Co. of New York) 


TABLE I 1952 


Gross investment income, life-insurance in- 
dustry__ —e 
Subtract 23.8 percent, percentage of reserves 
for annuities, interest settlement options, and 
dividend deposits to reserves and deposit 
liabilities j O00, 


7 $2, 599, 000, 000 


(MM) 


Balance of gross investment income , 000. 000 
Subtract gross investment income applicable 
to group life, industrial life, renewable term, 
and accident and health insurance, including 

BOTs ce sce tices rod, OO), OOO 


Balance of gross income 327. 000, 000 
Subtract proportionate amount of tax-free in 
terest a 24, 000, OOO 


Adjusted gross investment income $1. 608 

Total expenses of industry (excluding Federal 

income taxes and State taxes, premium, in 

come, and franchise and insurance depart 

ment licenses and fees) $2, 245, 000, 000 
Subtract actual expenses relating to annuities, 

interest settlement options, and dividend de 

posits i $ 000, 000 


, 000, OOO 


Balance of expenses__- ®. 38 000, 000 
Subtract expenses applicable to group life, in 
dustrial life, renewable term, and accident 

and health insurance, including group 881, 000, 000 


Balance of expenses 1. 248. 000. 000 
Adjust for assumption that there is no growth in business 000, 000 
Net investment income, tax base 000 
Federal income tax at 16-percent rate 
(1) State premium, franchise, income, and license taxe 
percent rate (State individual income tax rate) —- 10, 000 
or 
State premium, franchise, income, and license taxes ¢ 
percent (State corporate franchise tax rate) 
$7,500,000 for State supervisory expense 25, 000, 000 


OOO 
O00, OOO 


5) 


( 


Total State and Federal taxes ci a , 113, 000, 000 


Total State and Federal taxes (: 128. 000. 000 


Actual Federal income tax, 1952 140, 


Actual State premium, franchise, income, and license 
1952 


000, 000 
taxes, 
s an ae a 148, 000, OOO 


Total actual taxes, 1952 288, 000. 000 


INTRODUCTION 


The purpose of this memorandum is to examine the problem of 


t applying the 
Federal income tax to the life-insurance industry Ir 


1 doing so, it will endeavs 


to measure the amount of Federal income tax which the life-insurance industry 
may fairly be expected to pay. The difficulties which beset the 1 

are, for the most part, inherent in any attempt to adapt what 
tax on annual profits to an exceedingly complex lor 


entire probilen 
is essentially 
g-term business Chere ar 


55766 55——11 
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oO precise precedents applicable and some of the characteristics of the business 


ike it necessary to deal with situations which are, so far as the income tax 
es novel 

There is no difficulty in ascertaining and laying down the general principles 
hich should be controlling. The difficulties come in applying these principles. 


(he industry has necessarily concentrated since 1921 on maintaining the in 
egrity of the reserves which it is required by law to hold against its outstand 
g contracts. The Federal income tax since that time has properly been levied 
on investment income of the companies. The nature of the reserves, how- 
ever, is such that certain of the investment income—the proportion depending 
the basis used in establishing the reserves and the investment earnings of the 
ympanies—must be used to maintain the reserves. The companies must, there- 
re, be allowed to deduct from their investment income that part which is 
needed to maintain the reserves required by law. Any tax enchroachment on 
he reserves might mean the bankruptcy of the industry. 
This principle can never be lost sight of, because it is fundamental to the life 
urance business There are, however, other principles which are equally 
n tal in determining the amount of Federal income tax which is properly 
ectible from any taxpayer. The principle which the industry has been con 
erned with in the past has been that which is related to the unique character 
the life-insurance business. The other principles which must be considered 
those which are of general application in the imposition of an income tax 
Changed conditions have now made it necessary to consider for the first time this 
tter set of principles 
The changed conditions were produced by the long period of low interest rates 
which commenced during the thirties and continued in a long downward trend to 
1947. There was then a moderate recovery to 1951, a more rapid recovery for 
ibout 2 years, and again a decline for almost a year. This protracted period of 
low interest rates caused the whole industry, in order to conduct its operations on 
a sound and conservative basis, to lower the interest assumptions on its reserves, 
oth through a process of reserve strengthening and through the issuance of new 
licies on lower initial reserve interest assumptions. As a result both of this 
nservative policy adopted by the industry and of the recovery in interest rates 
ifter 1947, the area of investment income exposed to the Federal income tax 
has widened to a point at which the tax has become greater than it would be 
f ‘inciples of general application are taken into account.’ 
e necessary to ascertain these principles, and then to examine 





General principles governing the application of the Federal income taa@ to the life 
insurance industry 


The life insurance business is carried on predominantly by mutual companies; 
77 percent of the assets of the life insurance industry are held by purely mutual 
companies. Presumably they have approximately the same percentage of the 
investment income of the industry. Basically, therefore, the principles to be 
applied are the principles applicable to the taxation of a mutual enterprise. 

This memorandum develops a criterion which we believe to be the sole criterion 
which is now properly applicable to mutual companies, namely, that investment 
income less expenses is their only taxable income. This is also one criterion 
for applying the tax to stock companies. So that the effect of applying this 
criterion to the whole industry may be gaged, this memorandum analyzes the 
entire problem as if all of the business were transacted by mutual companies. 

In its basic and most essential character, the life insurance industry operates 

by collecting premiums from contract holders (life insurance policyholders, 
nnuitants, and holders of accident and health policies), investing these pre- 
miums to the extent that they are retained, and paying over to the contract 
holders, or their beneficiaries, the amounts specified in the contracts when 
the contracts mature. There is an essential similarity between mutual life 
insurance companies and mutual savings banks. This similarity was clearly 
and concisely pointed out by Mr. Justice Brandeis in his opinion in Penn Mutual 
v. Lederer (252 U. S. 523 (1920), at p. 581): 


1 This necessitates including in any Federal income tax law some provision equivalent to 
sec, 805 (b) (3) and (4) of the Internal Revenue Code of 1954 as a ceiling on a company’s 
tax 

2A more complete statement of the history of the previous laws appears in appendix 
hei $2 
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“But in level-premium life insurance, while the motive for taking it may be 
mainly protection, the business is largely that of savings investment The 
premium is in the nature of a savings deposit. Except where there are stock 
holders, the savings bank pays back to the depositor his deposit with the interest 
earned less the necessary expense of management. ‘The insurance company does 
the same, the difference being merely that the savings bank undertakes to repay 
to each individual depositor the whole of his deposit with interest; while the 





life insurance company undertakes to pay to each member of a class the average 
amount (regarding the chances of life and death); so that those who do not 
reach the average age get more than they have deposited, that is, paid-in 
premiums (including interest) and those who exceed the average age less than 
they deposited (including interest). 

The only truly logical theory of income taxation as applied to a mutual ente 
prise is that the enterprise itself should not be subject to any income tax but 
that the tax should be levied in the form of an individual income tax on the 
taxable income which its members derive from it. This theory applies unless 
income is withheld by the enterprise from the members beyond the amounts 
needed for their protection. 

This is a sound principle, because it recognizes that the taxable income of an 
enterprise conducted on a strictly mutual basis accrues only to the benefit of the 
individual members of the enterprise. There can be no shifting of the tax to 





consumers or to anyone else The members are, in effect, the corporation, and 

any tax levied is a tax on them. They, and they alone, must bear the tax, 
This theory has been applied in the present Federal income tax on mutual 

savings banks and savings and loan associations, which are other forms of 





enterprise conducted on a strictly mutual basis the business of which produces 
investment income. The only part of the investment income of these enter- 
prises on which a corporate income tax is imposed is that which is retained 
in the business over and above the surplus, or reserve, aggregating up to 12 per- 
cent of deposits, which it is deemed necessary that the enterprise hold for the 
protection of its members. The balance of the investment income of those enter- 
prises is turned over to the individual members, after deduction of all of the 
expenses of the enterprise, and is taxable income in the hands of such members 
The theory is that a corporate tax is payable only on investment income retained 
in the enterprise over and above a reasonable surplus to protect its members 
In other words, the only income of these enterprises taxed under a corporate 
tax and at corporate tax rates is any net income which is not passed on to the 
members, after the reasonable retentions allowed to safeguard the members 
and assure safety in the conduct of the enterprise in their interest. 

This principle is followed with respect to farm cooperatives, where the income 
is taxed to the individual members after receipt (and necessarily after all 
expenses of the cooperative enterprise have been paid) and the only corporate 
tax is on retentions of income. 

Mutual investment funds and similar enterprises which pass on to their mem 
hers—certificate holders or share holders—at least 90 percent of net investment 
income and otherwise meet the requirements for “regulated investment com 
panies” have the same principles of taxation applied. The only tax on the 
investment income which is distributed is levied against the members. Even 
long-term capital gains which they pass on to members are allowed to retain 
their identity as long-term capital gains and to be taxed as such in their hands 
All expenses of operating the enterprise are, of course, deducted before the net 
investment income is distributed. 

The underlying principle to be followed in the life-insurance-industry tax is, 
therefore, plain. It is obvious that the amount of tax which the Federal Govern- 
ment is fairly entitled to collect from the industry is the amount collectible as 
an income tax from the individual members of the whole life-insurance enter 
prise of the country. To ascertain the amount of this tax, it is necessary to 
determine what income taxable to the individual members of the enterprise is 
earned by the industry each year. It is also necessary to ascertain whether 
there are any excessive retentions of income earned by the companies, and, if 
so, What they amount to. 

As will be seen in a moment, most of the income which may be deemed taxable 
to the members is not distributed to them each year. It is, therefore, not 
possible to follow exactly the form and method of taxation applied in the case 
of mutual savings banks and other mutual enterprises. It is, nevertheless, 
possible (a@) to measure approximately the amount of taxable income which the 
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companies earn for the account of their members and (b) to collect from each 
comnpany approximately the amount which the members of that company would 
pay if the taxable income credited by the company to their accounts were actu 
lv distributed to them 
Che first question is what income of life-insurance companies is subject to an 
income tax. 


Income of life-insurance companies which is subject to an income tar 


Life-insurance companies have two sources of funds, premiums and invest 
ment income. Premiums are the payments made by holders of the contracts 
ssued by the companies for life insurance and annuities. ‘They represent pay 
ients which are in the nature of capital items arising out of savings by the 
contract holders. Investment income is derived from these premium payments 
to the extent that they are retained and invested by the companies as reserves 
to meet the claims arising out of their contracts, or as surplus 

The only income of mutual companies which is subject to tax is investment 
Ihcome 

The premium payments, as already stated, are deposits of savings, closely 
analogous to deposits of savings placed in a savings bank. The premiums are 
established separately for each class of policyholders (persons of the same age 
at issue of the policies, in the same general condition of health, ete.). For each 
class, the premiums are calculated to provide, during the whole life span of the 
class, for all the claims on the contracts that will be incurred and for all the 
expense of operating the business, after allowance for the amounts earned on 
the invested reserves. The amount contributed by the class, both through the 
premium payments and the investment income from the investments attributable 
to the class, are designed to be exactly equal to the payments made to the class 
und the expenses of operation attributable to the class to the death of the last 
survivor 

Because the contracts are normally long-term contracts and the amount of the 

premiums cannot be increased after the contracts have been issued, the calcula 
tion necessarily allows some margins for safety in some or all of the three factors 
entering into the calculation: (@) The claim factor, (b) the expense factor, 
and (c) the offsetting interest factor. To the extent that such margins can be 
clearly recognized to have been realized after each year’s operations, they are 
paid to the policyholders of a mutual company each year as dividends. To 
the extent that these dividends represent margins which have been realized be 
cause the claims under the company’s contracts and the expenses of operating 
the business are less than had been provided for in the premium calculation, the 
dividends simply represent the return of excess deposits which the members have 
been required to make to cover claims which experience has shown will not be 
nceountered as soon as anticipated in the premium calculation and to cover 
expenses which might have been, but were not in fact, encountered. Thus, part 
of the deposits collected in the premiums are returned and the dividend to this 
extent represents a refund of an orginal overdeposit. 

All of these margins may not be returned immediately, because the manage 

ment of a company cannot be certain, at the end of each year, that all of the 
apparent margin realized in that year does not represent a temporary fluctua 
tion from the long-term trends that will be encountered in claims and expenses 
and investment earnings and that some of it will not be required to meet a cor 
rective fluctuation, or even a temporary adverse fluctuation, in a subsequent 
yeal In this business, there is compelling reason to be conservative: indeed 
it is not too much to say that there is a public interest in having the business 
conducted conservatively. Temporarily, therefore, some of the margins which 
seem to have been realized in a given year may be held as surplus, i. e., re 
tained for the safety of the members of the enterprise, to assure the ability 
of the companies to meet their contractual obligations. Ultimately, such mar 
sin will be distributed to the members; in a mutual company, there is no one 
else to whom they may go; and even when they are so held as surplus, such 
margins are never held for the benefit of anyone other than the members of the 
company. 

Furthermore, the laws of the States in which companies holding more than 

a majority of the assets of the industry are domiciled limit the surplus which 
companies writing any form of participating business may hold to not more 
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than approximately 10 percent of their policy reserves and other policy liabilities 
Even where there are no such laws, the same pattern exists, and the average 
surplus, including special surplus funds and the capital of stock companies 
of the entire industry was only 7.2 percent of assets at the end of 1952 

Krom the foregoing discussion, it is, therefore, completely clear that 
no element of taxable income in any margins resulting from the claim or ex 
pense factors in the premiums of a mutual enterprise These realized 1 
are sometimes referred to as gains, or savings, from mortality and expense 
loading.) The only wealth created in the operation of such companies is through 
the creation of investment income; and this, therefore, forms the only income 
subject to tax. 

These principles have been recognized in the Federal income-tax laws 
1921 and the tax for the whole industry has been based only on investme 
income. 

Furthermore, from what has just been said with regard to limitations o1 
surplus, it is evident that if there is any problem in the life-insurance industry 
of excessive retentions of income, it is not significant 


nargins 


Vethods of measuring and collecting tax in general 


With the exceptions noted on page 154 below, the members of life-insuranc: 
companies do not become entitled each year to actual possession of invest 
ment income of the companies Indeed, the investment income never comes 
into their possession in the form of investment income, and much of it does not 
reach them at all until the policies mature as death claims or by surrender, often 
many Years after the income has accrued. When it is received by the company, 
it is, at most, merely an accrual so far as the individual member is concerned. 
When it is paid out by the company, in maby cases it is received as an indefinable 
portion of a payment which is essentially an indemnity ; and, in some cases, it is 
received under a contract upon which payments into the company have exceeded 
the amount paid out. In the second case, if it is deemed to constitute any portion 
of the payment received by the individual, this conclusion can be arrived at only 
upon the assumption that part of the payments which the contract holder has 
made to the company have gone toward indemnifying other members who have 
died at younger ages; if this assumption is not made, then none of the payment 
received by such a contract holder can comprise investment income, 

These considerations might well be deemed to weigh against any income tax 
for the life-insurance industry. But, if they are all ignored and it is deemed that 
the income should be regarded as taxable to the members in the year in which it is 
received by the mutual enterprise, it would be totally impracticable, from an 
administrative standpoint, for the companies to notify each individual member 
of the net investment income allocable to his individual account each year. The 
time and expense of doing so would be completely prohibitive. The problem is 
therefore, somewhat novel, because the tax, which is essentially a tax on the 
members, must be collected from the companies. The fact that it is essentially 
a tax against the members must be kept constantly in mind. It is of vital 
importance in determining the amount of tax and the method of allocation. 

The total amount, net of expenses, derived from premiums and investment 
income combined is allocated each year by a mutual company for the account 
or benefit of the individual members of the enterprise through payments of 
Claims and dividends and through additions to policy reserves and surplus. The 


Ill. Ann. Stat. ¢. 73, sec. 855 (Smith-Hurd 1937); Mass. Ann. Laws ec 
(1932); Minn. Stat. Ann. sec. 61.17 (West 1945); Mont. Re Codes Ann 
(1947) Nebr. Rev. Stat. secs. 44-219, 44-707 (1943); N. Y. In iw, sec 
Rev. Code. sec, 26-1005 (19438): Pa. Stat. Ann. tit. 40, se« 1 
6209 (Michie 1934); Tex. Ins. Code irt. 11.11 (Vernon's Re 
Code Ann., see, 3342 (1949). In Massachusetts, the limit is 
is 20 percent n West Virginia t is 5 percent In tl ther 
In almost all of these States, there is some higher limit for small 
as size increases 

It may also be pointed out that the surplus of a life-insurance company is 
solely from investment income It is created largely by the temp retenti 0 
of the premiums—the capital deposits of the policyholders In t respect, it is di 
from the surplus or reserve for bad debts, of a savings bank ch is necessarily 
entirely out of investment income 

5 Following the second reason further, it may be pointed out tl if i 
investment income reduces the premium which the mem! would otherwise pa 
seem to follow that the benefit derived by the member from the income partakes 
nature of a discount A discount, however, would not, in the absence of a sale 
the special rule applicable, the mateurity of an endowment po be subjec 
tax. Even if it were, all of the discussion on pp. 154-161 w ! 
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first problem, therefore, is to arrive at the sum total of these annual allocations 
as a basis for measuring the tax and to determine the tax rate applicable. It is 
then necessary to determine a practical method for collecting the total amount of 
tax due as equitably as possible; that is, so that the burden of the tax will fall 
as nearly as may be on the individuals for whose accounts the investment income 
is earned and to whose account it is credited or paid. These two objectives must 
never be lost sight of. 

These two problems (1) the determination of the amount of tax which is prop- 
erly collectible from the industry, and (2) the precise method of collection from 
the companies, will be dealt with in detail in that order. 


Determination of the amount of Federal income taa collectible on the life-insw 
ance industry 





rhe sole object here is to determine as nearly as may be what agers te amount 
would be collected from the individual members of the life-insurance enterprise 
f it were possible to measure accurately the taxable gains accruing to them as a 
result of their membership in the enterprise. 

In arriving at the amount of tax which should be collected from the industry, 
there are five factors to be considered, as follows: ° 

1. The gross investment income of the industry for the year 1952 was approxi- 
mately $2,599 million.’ A substantial part of this was earned on the funds con- 
stituting the reserves, and a proportionate amount of the surplus of the com- 
panies, fo vypes of contracts with respect to which the individual contract 
holders (the individual members of the enterprise) were already subject to their 
full share of Federal income tax on the investment income. The contracts in 
question ineluded annuities, supplementary contracts where the proceeds of the 
policies were retained by the companies and interest is paid to the holders of the 
contracts (generally called “interest settlement options” ),* and dividend deposit 
(including some annuity deposits) on which interest is paid or credited 
policyholders. An income tax is also collected on endowment policies on which 
a lump sum is paid on maturity to a living policyholder and on gains resulting 
from surrenders. It is impossible, however, to obtain any reliable figures on the 
reserves for endowment policies on which an income tax will be payable at 
maturity or on policies where a taxable gain results on surrender, and, therefore, 
both of these are ignored in the computations made in this memorandum. 

The best estimates obtainable are that 20.9 percent of the assets of life-insur- 
ance companies constituted, in 1952, the actual reserves for the other 3 types 
of contracts just mentioned—annuities, interest settlement options and dividend 
deposits. These reserves, however, constituted 23.8 percent of the total reserves 
and deposit liabilities of the companies. This seems the fairer figure to take 
since it, in effect, allocates to these contracts their proportionate share of the 
surplus. 23.8 percent of the gross investment income, or $619 million, is, there- 
fore, attributable to the above types of contracts (not including endowments 
or contracts surrendered) on which the Government is already collecting its 


fair share of tax. Deducting this from $2,599 million of gross investment income 
leaves $1,9S0 million to be considered. 
» 


2. From the gross investment income of the enterprise, expenses of operation 
should be deducted, after eliminating the expenses which relate to the contracts 
enumerated in 1 above (ignoring endowments and surrenders). 

In the approach to the problem reflected in the tax laws since 1921, when the 
tax was treated as a tax on the corporation and a deduction for the interest 
needed to maintain the reserves required by law was allowed, only a portion 
of the expenses of operating the enterprise was taken as an additional deduction 
from investment income. This was always a part of the compromise which 
formed the basis for previous tax laws incorporating the reserve interest allow- 
ance Where, however, the reserve interest allowance is left wholly out of 


*The calculation of the tax, using these five factors, appears on table I, immediately 

preceding p. 1. 
Sources of data are given on pp. 180 and 181 

® Under sec. 101 of the Revenue Act of 1954, holders of other forms of settlement options 
will also be directly taxed on investment income Investment income attributable to 
such other settlement options should also be excluded. The amount is at present in- 
significant, but will increase as time goes on. 

* The expenses then deductible were so-called “investment expenses,” strictly limited by 
definition. These, of course, had to be deducted, because the interest needed to maintain 
the reserves was calculated as net interest, after these expenses If other expenses had 





been deductible, there would have been a very large negative figure for the tax base. 
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plish. The term policy provides only indemnity. It is issued only up to certain 
ages——in most companies, age 65; in some, age 70; and in a very few (on a term 
expectancy basis) to a slightly higher age—and the great majority of those 
taking term policies will collect nothing on them at all. The investment opera- 
tion is absolutely essential to obtaining insurance protection for a complete 
lifetime. It is the investment element which comprises very largely, and in- 
creasingly as time goes on, the real basis for the protection afforded by a level 
premium policy, whether it be an ordinary life policy, a limited payment policy, 
or an endowment policy. This may be illustrated by the fact that if the alter- 
native procedure suggested were adopted, and a person desiring $1,000 of 
protection took decreasing term insurance in that initial amount and deposited 
the difference between the premium on a nonparticipating ordinary life policy 
for that amount and the premium on his nonparticipating decreasing term policy 
in a savings bank at 2% percent interest, he would be fully protected only up to 
ages 67 to 73 (depending on the age at which he commences this program), and 
after age 81 or 82; but he would not be fully protected for a substantial period 
after the lower age limit had been reached. The gap between ages 67 and 81. 
or ages 73 and 82, when he is not fully protected, is precisely the period at which 
death is most likely to occur, and therefore, the substitute suggested is really 
no substitute at all. 

Any conclusion that the expenses of operating a life-insurance company are not 
deductible from its gross investment income would rest, necessarily, on the 
premise that expenses of operating a mutual enterprise must be supplied out of 
the capital contributions of its members, whereas, at the same time, earnings of 
the enterprise are subject to the Federal income tax before the essential expenses 
of conducting the enterprise have been subtracted. This would, in effect, con- 
stitute a tax on capital; and a tax on capital devoted to saving and the protection 
of dependents would be a most vicious kind of tax on capital. 

The deductibility of all these expenses is even clearer when it is again re- 
membered that the tax is a tax, not on a corporation, but on the individual 
members of a mutual enterprise. The individual members derive a benefit from 
the investment income earned by the enterprise only if they bear the expenses 
of conducting the enterprise. These are largely expenses relating to the main- 
tenance of their individual accounts in the enterprise. All of the expenses of the 
enterprise are a necessary incident, so far as the individual members are con- 
cerned, to the benefit they derive from whatever investment income is earned. 
In effect, therefore, the expenses allocable to each individual’s interest must be 
subtracted from the investment income accruing to his benefit. Only to the ex- 
tent of the difference does he derive anything in the nature of taxable income. 

Operating expenses, excluding the Federal income tax and State premium, 
income and franchise taxes, for reasons stated under 4 and 5 below, aggregated 
for 1952 approximately $2,245 million. In order to ascertain the expenses which 
are properly deductible from gross investment income in arriving at the proper 
tax hase—the aggregate net taxable income of the policyholders who benefit from 
the investment earnings of the life-insurance industry, it is necessary to make 
three separate adjustments as follows: 

(a) It is, of course, necessary to reduce the total expenses by the amount 
of the expenses attributable to the contracts listed in 1 above. Such expenses in 
1952 aggregated approximately $116 million (not including endowments and 
surrenders ) Subtracting this from $2,245 million lenves $2,129 million of 
expenses. 

(b) Furthermore, certain lines of business conducted by life-insurance com- 
panies have less investment income than expenses. These are not the major lines 
of business of the life-insurance companies but include greup life, industrial life, 
renewable term life and accident and health insurance. In three of these 
group life, renewable term life and accident and health—the investment ele- 
ment is very slight: in industrial life the investment element is greater, but 
there is still an excess of expenses. The excess of the expenses of these four 
lines of business over the investment income allocable to them cannot properly 
be offset against investment income allocable to lines of business in which there 
is an excess of investment income over expenses. Accordingly, both the expenses 
and the investment income attributable to the lines of business just named should 
be excluded in caleulating the aggregate tax If this were not done, the policy 
holders for whose account net investment income is earned—that is, the holders 
of policies in which the investment element is important—would get credit for 
expenses (the excess of expense over investment income of the excluded lines) 
which were not incurred with respect to their contracts as offsets against invest- 
ment income allocated to their accounts. 
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The gross investment income and the total expenses attributable to these four 
lines of business in 1952 were approximately as follows: 


Group life. 
Industri .1 life 
Renewable term life 
Accident and health 


rotal 


Poms 


Deducting $353 million of investment income from the previous total of $1,980 
million (p. 154) leaves a balance of $1,627 million. Deducting $881 million from 
the previous total of $2,129 million (p. 18) leaves a balance of $1,245 million 

(c) The third adjustment is related directly to the long-term nature of the 
life-insurance business. The incidence of the expenses which the companies 
incur for the account of their policyholders is a fact which must be taken into 
account not only in connection with the determination of the aggregate amount 
of tax which can be collected, the problem under immediate consideration, but 
also in connection with the problem of equitably distributing the burden of the 
tax as between companies, and thus as between the individual policyholders 

The expenses incident to life-insurance policies are incurred preponderantly 
early in the life of the policy, particularly at the time of issue In the years 
subsequent to that in which the policy is issued, the expenses attributabie t 
that policy are normally much lower than the initial expenses. Krom this, it 
follows that the actual expenses of the industry for each year will vary, and 
may vary widely, with the volume of new business written. ‘The gross invest 
ment income for each year is, by contrast, a relatively constant item. Therefore. 
if the actual expenses of the business each year were deducted from the gross 
investment income of that year, the tax base would be low in the years in which 
a large amount of business was written and high in the years in which a small 
amount of business was written. More important, the expenses of new business 
are not, of course, attributable to existing policies and are, therefore, bot prop 
erly deductible by the older policyholders against the investimnent income earned 
on their behalf. They will be offset later against the gross investment income 
attributable to the policies with respect to which these expenses were actually 
incurred. 

It is, accordingly, necessary to make an adjustment which will prevent a 
distortion of the tax base as a result of the impact of hew business eXpenses 

Not only is such an adjustment necessary from the standpoint of arriving at 
a fair determination of the amount of the tax base, but it is highly desirable 
from the standpoint of conducting a long-term business that there shall not be 
wide fluctuations in the tax base dependent on the existence of a factor which 
is really extraneous. Similarly, it is fair to the Government since, particu 
larly in a period such as the present, the adjustment will result in a higher 
tax base, in view of the relatively rapid growth of the business at the present 
time. There would be other times, of course, when the adjustment would be 
disadvantageous to the Government, since it would result in a lower tax base, 
i. e., during a period of slower growth of the business. But it is an adjustment 
which would never be unfair either to the Government or to the business 
Again, it is an adjustment which is necessary in order to arrive at the proper 
tax base for any given year. 

The amount of the adjustment might be arrived at by an exceedingly complex 
“model office” calculation. The hypotheses with relation to the distribution by 
plan and ages in such a calculation could well lead to endless debate A simple! 
calculation can be made by comparing, over a 34-year period (the longest fot 
which figures are available), the industry's investment income, net of investment 
expenses (figures for gross investment income are not available even over 
period) and insurance expenses of the industry. Appendix B, page 
shows both the year-by-year comparison for this period and the effect 


This subject is discussed from a somewhat different, but related, standpoint 
nection with the distribution of the tax as between companies, py] 162 te t 


incidence of expenses is illustrated in column (3) of appendix G 
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in the rate of growth of insurance in force upon this comparison. Because 
‘rical closeness of this year-by-year relationship between the rate of 
1 and the insur: e-expense-net-investment-income relationship, 


owt 


} 
i 
d 


een used as the basis for the adjustment now under discussion. 
the purposes of this adjustment, it was assumed, first, that the rate of 
e will equal the rate of increase in Gross National 
od, 1929-52 (the actual growth of the life insurance 
! riod would produ almost the same result), and, se 
there will , ‘ease in insurance in force For each of these 
med wth rate an insurance-expense-net-investment-income relation 
ip has been obt “1, i 1 also a total expense gross income relationship. Ap- 
lix B paces 16 I ‘ ribes these calculations and the adjustments made 
ise of the exclusion of various lines of business (pp. 18 and 19) 
adjustments, under the first assumption, would reduce the actual 
1952, $1,248 million (p. 19), to $1,090 million and, under the second 
$960 million ; it in any way acceding to the view that 
most desirable from the standpoint of the policyholders of a com 
} e, even if normal growth were assumed (the first as 
expenses Would still tend to augment total expenses 
investment income, an adjustment of total ex 
\ growth (the second assumption), $960 million 
is equivalent to deducting 59 percent of the adjusted gross 
base This would be a constant percentage which 
mula, subject to change only if methods of doing 
! Deducting this from $1,627 million of in- 
19) leaves $667 million of net investment income. 
the $2,599 million of gross investment income is $39 million of 
Of this 37 percent or $15 million, is applicable to the excluded 
illion to be deducted from the S667 million of net 
investment income forming the tax base is there 
to determine the tax rate to be applied to this base, again 
the tax is to aggregate what would be collected if the il 
the mutual enterprise were taxed directly. 
ipproximately 88 llio ife-insurance policyholders in the 
1952. There were ¢ ‘stimated 40 million individual income-tax 
which income tax was payable An estimated 35 million of 
licvholders were women. If it be assumed (a) that every return 
as payable was that of a man, (0) that he was also a policy 
that every woman policyholder paid a Federal income tax, and (d) 
h and every one of them was included in a joint return filed by a hus 
wife, the maximum number of policyholders who could have paid an 
would have been 75 million Even on these assumptions, some of 
‘ry extreme, at least 13 million, or 15 percent of the total number of 
paid no income tax and must be assumed to have incomes below 


ixable bracket Pr ibably it would be conservat » to place the 


‘tween 25 and 35 million 
ost of those who pay a tax are in the lowest income bracket, and 
mated that SS percent of all individual Federal income-tax reve 
rom the rate charged on the lowest bracket 
Of great significance is the fact that the rate of tax on gross income of in 
dividuals in 1953 was 12.7 percent Giving effect to the reductions in personal 
income-tax rates for 1954, the rate of tax would now be 11.5 percent as a per 
centage of gross income 
For these reasons, and having in mind that the net investment income under 
consideration S648 million (ale ‘), accrues for the benefit of polievholders 
other than those holding industrial policies, it might be reasonable to use a 
rate of tax halfway between 11.5 percent and the present lowest individual rate 
of 20 percent, or, as a round percentage, 16 percent. This, in fact, appears to be 


uld also be made using the lowest ratio of insurance expenses 
investment income (194 during the entire 34 year period (1919-52) covered 
! x Bo py 167-170 This would reduce the adjusted expenses to $911.000,000 
Because the aggregate of the tax is the aggregate which could be collected from 
individuals, no “dividends received” credit is taken into account 
See Yield of the Individual Income Tax During a Recession, Joseph A. Pechman 
National Tax Journal, vol. VII, No. 1, March 1954. 


nilar caleulation ec 
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somewhat above the average rate f 
pendix C.) 

Applying a 16 percent rate to $643 million of net 
produce a tax of approximately $103 million 

The Federal income tax actually paid by the life 
investment income was approximately $140 millior 

5. In considering the amount of tax which the Fe 
entitled to collect from this industry, account must be 
of the life-insurance industry as a subject of State r« 
As a result of a long line of decisions of the Supreme 
the life-insurance industry was held not } 
to be subject to State regulation and Stat 
protection of the “commerce claus which 
collected from other businesses which were hel 
merce. When the Supreme Court, in Southeaste 
U. S. (322 U. S. 533 (1944) ), in effect reversed 
held that the insurance business was interstate 
enactment, elected to continue the previous St 
industry in Public Law 15, approved Marcel 


Gif this Ac the Supreme Cou1 iid in P 


jamin (828 U.S. 408 (1946), p. 10 
‘Moreover, in taking this action ¢ 
nationwide existence of State svstei r re 
that they differ greatly in the scope and char 
and of the taxes exacted; and of the further 
features which, to some extent, have not been 


state business. Congress could not have been u 


and its purpose was evidentl to throw t 
the State systems, notwithstanding these 
In that case, the Supreme Court upheld a discr 
insurance companies 
The State taxes directed against the 
cipally premium taxes. 
Premium payments are essentially thrift de 


the aggregate amount of the deposits, as diminished 
and as augmented by investment income, is 
members by way of dividends, interest and clai 
some of the revenues are temporarily reta 
to assure the solvency of the enterprise 
from a sales tax It is a tax, without par: 
savings enterprise, on thrift deposits. It ‘ 
form of a capital levy, against those who elect 
way as compared with those who elect to do so 
repositories of savings, the savings banks. There 
burden on investments of any other kind, whether 
even direct investments in securities 

These State tax burdens on life-insurance compa! 
as shown on the following page,” than the burdens on 


4Jf the lowest individual rate in 1! 
approximately $143 million If the presen 
the tax would be $129 million 
4 William S. Vickrey, formerly in the Tax Research Di 
ment, has called them ‘‘an entirely unjustifiable extra burde1 
Vickrey, Agenda for Progressive Taxation (1947), p. 6% ( 
16 For the reasons just given, sales taxes have no place in the comy 
17 A more complete statement of the history of the State tax 
industry, and the perpe ition | Public Law 15 of t S 
to the Southeastern Underwriters’ case appears it 
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State tar burden on life-insurance industry and all corporations, 1952 


| ! 
' > j 
reento 


come 


\iillions 
$43 
l.ife Insur ) 
1953 Life Insurance Fact Book 
Institute of Life Insurance 


Department « 
Current Business, July 19 

Ibid., p. 14. 

Departme 
Bureau 
State Tax ¢ 

6 | Lbid 


Commerce, 


cal 1952 


rhe State premium taxes are, as already shown, taxes on capital. In 1952 
they amounted to a total of $1483 million. State income and franchise taxes and 
insurance department licenses and fees amounted to another $5 million If 
these taxes, principally on capital, are measured in terms of the net investment 
income of the enterprise, they are equivalent to a tax at the rate of 28 percent on 
$643 million of net investment income. 

We believe that, for reasons developed in 4 above, the combined tax burden 
which this industry should fairly be expected to pay should be measured in terms 
of State and Federal income taxes which the individual members of the enter- 
prise may fairly be expected to pay, applying rates applicable to them as 
individuals. 

In 1952, 31 States had income taxes on individuals. The rate applicable to 
the lowest taxable income bracket averaged approximately 1.6 percent. (See 
appendix F, p. 177.) 

This would produce State taxes totaling only about $10 million. Combined 
State and Federal taxes (using a 16-percent rate for the Federal tax) would 
total approximately $1138 million. 

rhe State taxes on the income of other corporations, as shown by the preced- 
ing table are only 2.1 percent plus 0.6 percent or a total of 2.7 percent of their net 
income. Therefore, even if life-insurance companies were taxed by the States 
as corporations and their taxes were the same as the State taxes on other corpo 
rations as measured by income, the State taxes would be less than $17.4 million 

plus, as indicated in appendix D, at p. 172, the charges for conducting exam- 
inations of the companies and valuing their securities) instead of $148 million 

plus the other charges). Furthermore, if they were taxed as corporations, the) 
would be entitled to offset against their gross investment income all expenses, 
without the exclusions relating to certain lines of business made in this memo 
randum to arrive at a tax base applicable to the individual members 

Since Congress has deliberately perpetuated this heavy burden of State taxes 
on the industry, it would seem that, in fairness, it should recognize the extra 
burdens to which, by its action, the life-insurance industry is subjected by the 
States and permit a deduction of this excess from the tax which the Federal 
Government might otherwise expect to collect from the industry. In a sense, 
through long practice, subsequently confirmed by Public Law 15, the Federal 
Government has ceded to the States a large part of its authority to tax life 
usurance companies, just as it has ceded to them a large part of its authority 
to regulate the industry These cessions recognized that regulation and taxa 
tion of this industry were functions of the States rather than of the Federal 
Government As to taxation, the cession recognized also that the taxes derived 
trom ‘the life-insurance industry had become an important source of State 
revenue, Only about 5 percent of the premium taxes paid to the States is used 
for supervisory purposes—about $7.5 million.” The rest is used for other State 


*% Costs of periodic examinations of the companies by State insurance departments are 
generally charged directly against the companies examined They are additional to the 
t revenues referred to in the memorandum. See appendix D, at p. 172 
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purposes. Some part of the remainder—perhaps the $17.4 million figure—might 
be considered a reasonable franchise tax. The balance, or a substantial part of 
it, should be offset against any Federal income tax. 

The complete calculation, taking into account the five factors described on 
pages 154 to 161 appears on table I preceding page 1 Because a life-insurance 
company does derive its corporate existence from the State, there is probably 
much to be said for measuring the State taxes at the corporate tax rate, assuming 
for this purpose that State corporate income and other taxes are essentially 
franchise taxes. State supervisory expense might also be added. For these 
reasons, the State taxes are calculated on table I both at individual incoms 
tax rates and also, as an alternative, at corporate franchise tax rates, and the 
State supervisory expenses paid out of general State taxes have been added 
the second alternative. 

The position set forth in the body of this memorandum with respect to each 
of the five factors described above is believed to be sound and the position which 
should be adopted. It is recognized that there may be some area of legitimate 
discussion in three areas: (1) Whether all expenses (after the adjustments 
made in the memorandum) may properly be credited against investment income 
the only income created in the operation of the companies, (2) the tax rate 
applicable at the Federal level, and (3) the precise amount of State taxes 
which should constitute an offset to Federal taxes. Appendix E, page 176 has 
therefore, been prepared to show, in table II, page 64, the results of alternative 
calculations on other assumptions that might be made. as explained in appendix 
E. We repeat, however, that the calculations set forth in table I (p. 149) are 
those which, in our judgment, should be used in considering the question of 
Federal income tax on the life-insurance industry 
The present burden of State and Federal tares 

On this analysis, it appears that even if life-insurance companies were taxed 
as heavily at the State level as other corporations, and a tax rate of 2.7 percent 


were used, the State taxes would be only about $17 million, and the combined 
State and Federal taxes, $120 million (with a combined tax rate of 16 percent 
plus 2.7 percent, or 18.7 percent). If $7,500,000 were added for State supervise 

expenses, it would bring the total to approximately $128 million (20 percent) 


The actual State taxes for 1952 were $148 million and the Federal income tax 
$140 million, or a total of $288 million. This was a tax at the rate of almost 45 
percent against the individual policyholders of the life-insurance industry on the 
net investment income which was earned for them as members of the enterprise 
Certainly, if it were possible to notify them each year of the amount of invest 
ment income accruing to them that year and to collect the tax income from them, 
the impact of such laws would be more apparent and the very heavy tax burdens 
to which the industry is now subject would be quickly recognized. 

To put the present situation in a different light, the $288 million of actual 
1952 State and Federal taxes is equivalent, at a tax rate of 18.7 percent, to a 
tax on $1,440 million of net investment income—almost the total gross invest 
ment income of the business allocable to the policyholders who are taxable 
The present taxes, therefore, in effect, disallow all but $163 million of expenses 
of conducting the business ($1,627 million, p. 157, minus $24 million of tax-free 
interest, equals $1,603 million of adjusted gross investment income. Subtract- 
ing $1,440 million, the tax base, leaves only $163 million of deducted expenses 

Certainly no one would seriously assert that a Federal income-tax rate higher 
than the lowest present individual bracket (20 percent) should apply. If that 
rate is assumed, and if it is further assumed that the $148 million of State pre 
mium, franchise, income, and license taxes are excessive, when compared to 
State taxes on other interstate business, by only one-half (an assumption for 
which there is no really sound basis), the present $140 million of Federal incom 
taxes, combined with the $74 million of remaining State taxes, or a total tax of 
$214 million, would be a tax at the rate of 20 percent on $1,070 million of net 
investment income. This would be equivalent to disallowing more than one-half 
of the $960 million taken as the expense credit ($1,603 million of adjusted gross 
investment income, minus $533 million of expenses, would produce the tax base 
of $1,070 million. Therefore, $492 million plus $74 million—since the excluded 
one-half of State taxes would at least be an expense—or a total of $501 
of the $960 million expense credit would, in effect, be disallowed. ) 

If the factor of excessive State taxes were left wholly out of account. 


1952 Federal income tax of $140 million is still equal to a tax at the rate 


million 


the 
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16 percent on $875 million of net investment income. Even on this basis $380 
million, or 84 percent ” of expenses, would, in effect, be disallowed.’ 

On this analysis, it appears that the life-insurance industry is heavily over- 
taxed This has been especially true since 1950, (See appendix D, at p. 172.) 
Much of this is at the State level, which now has the sanction of Congress. The 
combined State and Federal taxes are clearly excessive as measured by what 
the policyholders of mutual companies should have to bear. 

There are strong additional reasons, not mentioned up to this point, against 
imposing a heavy tax on this industry. In the first place, it is one of the chief 
methods by which persons of low income can invest. The average amount repre- 
senting the interest of the 90 million policyholders in the assets of the companies 
is less than $1,000 per person.” Persons who can invest directly are subject only 
to a personal income tax; there is no heavy corporate tax burden interjected. 
Clearly, therefore, there should be no heavy burden of corporate taxation, par- 
ticularly like that of recent years, imposed in the case of mass investment by per- 
sons of low or modest income, a great many of whom, probably 30 percent or 
more, are not now subject to any individual income tax. Since it is impossible 
to keep individual accounts for policyholders, it is also impossible to adjust for 
any overtaxation, as is done in those cases where taxes are withheld at the 
source. For these reasons, if reasonable equity is to be preserved, the tax burden 
should be low. 

Furthermore, the life-insurance industry. is particularly susceptible to the 
impact of inflation. Its stock in trade is long-term contracts payable in a fixed 
number of dollars. There is probably no other form of investment on which in- 
flationary trends bear more heavily. The life-insurance industry is, therefore, 
already subject to a heavy indirect tax through the forces of inflation. 

The question of policy which the Federal Government must bear its share 
of the responsibility for deciding is how much, under all of the circumstances 
surrounding the problem, the life-insurance industry should pay, having in mind 
that, in effect, whatever tax is levied, or certainly a substantial part of it, will 
come out of the capital deposits made for the purposes of thrift and family pro- 
tection by the individual policyholders of the companies. By superimposing on 
the other taxes on the industry, a heavy Federal income tax on the investment 
income of the life-insurance companies, the Government could further seriously 
discourage the socially desirable instinct of thrift which leads men to try to pro- 
tect their dependents through private life insurance. 
lethod of tawation—Distribution as between companies and individuals 

If any tax should be imposed on the industry at the Federal level, the next 
problem would be to determine the most equitable method of distributing the tax. 

At the outset of this portion of the problem, it should be repeated that it can 
never be lost sight of that this is a tax against the individual policyholders 
of the companies, to be collected from the companies themselves. It must also 
always be remembered that the long-term character of the business creates special 
problems, somewhat technical in nature, which must be recognized and dealt 
with. If these are ignored, or if they are dealt with improperly, very serious 
inequities and injustices as between the individual policyholders in the industry 
who must ultimately bear the burden of the tax, will inevitably result. 


This cannot be overemphasized 

Before arriving at a formula, there should be full and most careful considera- 
tion of the handling of expenses. 

As pointed out on page 157, the incidence of expenses which the companies in- 
cur for the account of their policyholders must be taken into account in connec- 
tion with this problem, the equitable distribution of the burden of the tax as be- 
tween companies and thus as between individual policyholders. It must also be 
repeated that the expenses incident to life-insurance policies are incurred pre- 
ponderantly early in the life of the policy, particularly at the time of issue, and 
taper off as the policy remains on the books. They are roughly 10 times as large 
per $1,000 of insurance in the first year as in later renewal years.” 


”® For this computation expenses are $960 million plus $148 million of State taxes, 
which if left out of account above, should be included as expenses, or a total of $1,108 
million. 

2° A tax of $140 million is equal to a tax at the rate of 20 percent on $700 million of 
net investment income. This would disallow $205 million, or 19 percent of expenses. 

21 Even if group and industrial policyholders are excluded, it is estimated that the figure 
is less than $2,000 per person. 

2 See appendix G, p. 178, col. (3). Throughout this discussion, reference should be 
made to appendix G. It illustrates statistically the history of 1 year’s issue of 1 class of 
life-insurance policies, 
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These expenses are, of course, charged by the company 
counting against the individual member of the company 
the most part, they are incurred at a time when there 
since the member is only just then making his initial deposit 
however, are long-term contracts Che companies recognize 
ternal accounting, and in various ways, such as the device 
utilized in computing the dividends to which each member 
and in the computation of nonforfeiture values, spread the 
life, or a major portion of the life, of the policies. Thes 
actuarial calculations are designed and are carried ou 
the companies’ business in order to make equital 
members of all of the costs and expenses of the busi! 

This same principle of spreading or averaging the exp 
as a credit, for purposes of the Federal income tax 
as it becomes allocable to such policies is necessar 
equitable result for the policyholders. In other w 
ance business is a long-term business and the contt 
are long-term contracts, the equitable allocation of 

ers as an offset to investment income requires a lons 

term expression of the expense credit 

Because a major portion of the expenses are incurr 
issued, it follows that the actual expenses for any give 
company depend in a very considerable measure on the 
the company is writing. Therefore, a company which is 
of new business will have very high expenses, relativel) 
is writing a small volume of business will have low exper 
expenses of rapidly growing companies may, in fact, e 
ment income, whereas the gross investment income of 
companies may be considerably in excess of their total 
pany were allowed to deduct from its own investmer ne 
expenses, very serious inequities would arise in the distributi 

From the standpoint of the individual members of the comp: 
be very unjust if a policyholder in a more rapidly growing company 
quired to bear a smaller tax burden, or were even to be freed entirely fron 
tax burden—as could well be the case—because the expenses of the company wet 
so large in relation to its investment income, whereas a policyholder of eq 
standing—with exactly the same type of policy, in force for exactly th 
length of time—in a less rapidly growing company were to pay 
Obviously, the individual members of the companies should beat 
burden irrespective of expenses, having nothing to do with 
policies, of the company in which they happen to hold those policies. 

This point is emphasized when it is realized that the policies which have the 
heavy expenses, have in the year of issue little or no investment income accruing 
to them (with the very minor exception of single-premium policies). 

The matter may be summed up as follows: If the expenses of each company 
were not adjusted to take into account the principle of averaging and sprea¢ 
the expenses chargeable to its policyholders, and were not credited against 
investment income as it becomes allocable to them, there would be the most 
serious injustices and inequities in apportioning the burden of the tax amonz 
the policyholders of the industry. Furthermore, without the adjustment, the 
policyholders of a particular company, in a period of the company’s rapid growth 
would get credit for expenses not attributable to them, but to other policyholders 
who should get credit for those expenses in later years. In the years of the 
company’s slower growth, the policyholders, by such an adjustment, will get 
credit for the expenses incurred for their account earlier and spread over the 
life of the policies, and will thus not be burdened with an inordinately heavy 
tax. The periods for averaging are so long and so diverse—the different 
periods during which millions of policies (with all their different expense 
factors) have been outstanding—that the only practical way (indeed, the only 
possible way) of providing for the adjustment is on the basis of a long-ter 
industry average. See appendix B, pages 167 to 170, and the explanation and 
discussion on pages 157 and 158, supra. As there shown, the adjustment may be 
made by expressing the expenses properly deductible by each company as a pet 
centage of that company’s gross investment income; 59 percent appears to | 
the appropriate percentage, if investment income is adjusted for the exclusions 
previously discussed. (See appendix B and p. 21.) 
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An equitable tax formula will be produced by expressing the tax as a flat 
percentage of gross investment income of the companies. Logically, there should 
he eliminated from the gross investment income of each company that portion 
which is attributable to its annuities, interest settlement options, dividend de- 
posits, and the excluded lines of business—group life, industrial life, renewable 
term life, and accident and health insurance. Recognizing, however, that invest- 
ment expenses are now apportioned among policyholders through the internal 
accounting procedures of the companies approximately on the basis on which the 
policyholders become entitle to investment income, it would seem appropriate 
that the tax be in the form of a percentage of net investment income, with the 
exclusions mentioned. If the tax should be substantial, it would seem that it 
would necessarily result from some compromise with strictly logical principles. 
In that case, it would seem that investment income from some or all of the 
four excluded lines of business should come back into the tax bpase—but not 
investment income relating to contracts whose holders are already taxed directly. 

\ tax in the form suggested in the preceding paragraph does result in what is 
equivalent to a tax each year, at going tax rates, on that portion of the investment 
income of each company which is attributable to each individual member on the 
reserve at that time held against his policy. This is the only substantially equit- 
ible distribution as between companies. 

The last point to consider is the distribution of the tax on the individual policy- 
holders, who ultimately bear the burden. 

There is, of course, as already pointed out, also a direct correlation between 
investment expenses attributable to each policy, or group of policies, and the 
vress investment income allocable to such policy, or group of policies. The impo- 
sitien of the tax, therefore, on the investment income of a company, net of in- 
vestment expenses—the form of the present tax—results in offsetting investment 
expense attributable to the policy against investment income allocable to the 
policy. There is, however, no exact correlation between other expenses of a 
policy, or a group of policies, and the investment income allocated to the policy 
or the group, over their whole life. Furthermore, it may be doubted that even 
the company actuaries will be able to devise a method for doing complete justice 
as between individuals members holding different groups of policies within a 
company in offsetting expenses other than investment expenses against invest- 
ment income for the purpose of equalizing the burden of the income tax. 
Nevertheless, the burden will be distributed generally in proportion to the 
amount of investment income which is allocated to each policy or group of 
policies. Leaving the apportionment of the tax in this way to the internal 
accounting procedures of the companies, which are made in the usual course of 
business and are designed to apportion all burdens and all gains as equitably 
us possible, is the only practicable method of distributing the tax among the 
approximately 90 million policyholders of the industry. Perhaps the increased 
use of electronic equipment may help in producing still greater refinement. 

If the tax were to be increased materially—which, on the analysis of this 
memorandum, would seem to be an entirely academic consideration—some 
wholly different principle of taxation for the life-insurance industry might be- 
come necessary, but if there is to be a tax and it is at a low rate, it appears 
that the present method of taxation (possibly with some of the exclusions re- 
ferred to) produces as equitable results as can be produced within the limits of 
what is practicable. 

CONCLUSION 


It seems clear that, if basic principles of taxation are recognized, the life- 
insurance industry is now paying an excessive burden of State and Federal 
taxes. As pointed out earlier (p. 161), the combined Federal income and State 
premium taxes totaled approximately $288 million in 1952, or almost 45 percent 
of the tax base of $643 million. Probably few policyholders realize this fact. 

A tax in the form of a flat percentage of investment income (using either gross 
or net, as net is now defined, with the exclusions discussed above, is the 
only method of tax which will produce as equitable a distribution of the tax 
as is practicable as between companies and, more important, as between indi- 
vidual policyholders. Such a tax could be either in the form of a flat tax or net 
investment income or, perhaps preferably, in the form of a tax at corporate rates 
on a percentage of investment income which would produce an equivalent amount 
of tax. 


We repeat what is said at page 162, that it seems to us that the question of 
policy which the Federal Government must bear its share of responsibility for 
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deciding is how much, under all of the circumstances surrounding the problem, 
the life-insurance industry should pay at the Federal level, having in mind that 
this industry has always been regarded as primarily a field for State regulation 
and State taxation. It must also be had in mind that, in effect, whatever tax 
is levied, or certainly a substantial part of it, will come out of the capital deposits 
made for the purposes of thrift and family protection by the individual policy- 
holders of the companies, for whom the companies now invest less than $1,000 
apiece. By superimposing on the other taxes on the industry a heavy Federal 
income tax, the Government: could further seriously discourage the socially 
desirable instinct of thrift which leads men to try to protect their dependents 
through private life insurance. 

There is one final word. This memorandum has been written from the stand- 
point of taxing mutual companies and their millions of policyholders. These 
companies have more than three-fourths of the assets, and presumably of the 
investment income of the business. They, therefore, present the principal por- 
tion of the problem with which your subcommittee is dealing. The criterion here 
presented is, we submit, the sole criterion to be applied in taxing mutual com- 
panies. It is also one criterion which may be applied in taxing stock companies, 
as indicated in alternative (3) of the industry committee’s proposal. If the 
subcommittee wishes to consider any other aspects of the problem from the 
standpoint of stock companies, we merely wish to say that we do not consider 
ourselves qualified to discuss this phase of the business in which we are not 
engaged. We do point out, however, that the stock companies and the mutual 
companies are in active competition with one another and that heretofore the 
two types of companies have been taxed on the same basis Certainly this 
company, and we believe virtually every other mutual company, desires no 
competitive advantage through taxation over its rivals 
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APPENDIX A 


APPROACH TO PROBLEM ADOPTED iN PREVIOUS FEDERAL TAX LAWS 


There have been two general approaches to the taxat of life-insurance 
companies under the Federal income-tax law prior to this time 

Until 1921 the tax was placed, in effect, on the increase in the surplus of the 
companies. This not only did violence to principle bu esulted in much litiga- 
tion and was satisfactory neither to the Government nor to the industry 

Since 1921 the tax was based on a principle which can never be lost sight of 
in imposing an income tax on the life-insurance industry Chis principle gives 


recognition of the fact that life-insurance companies calculate their premiums, 
and hold the reserves they are required by law to hold in order to satisfy their 


obligations under the policies, on an assumed rate of earnings on their invest 
ments. Once a policy has been issued, the rate assumed in the calculation of the 
premiums cannot be decreased, irrespective of how low the rate of return on 
investments may go, if the experience of the company on the other two factor 





on which the premium is based—the factor for the mortal ratio and the factor 
for expenses—exactly matches the estimates, since a | ‘ing of the interest 
rate would have the reverse effect on the amount of premiums required t 
enable the company to fulfill its obligations. Once the contract } been issued 
however, the company is contractually precluded from increasing its premium 
rates. The three factors entering into the calculation of the premiums 
are generally carried through into the cal ons used leter n 








reserve for the policies. The interest assumption entering into the premium 
and reserve calculations is the net rate—the rate net of all expenses incide 
to the investments including any tax. Therefore, it could well mean bar 
ruptey for the entire insurance industry if a Federal income tax were allowed 
to encroach on the investment earnings required to maintain the policy reserves 

It has been toward the preservation of this vital principle that the industry’s 
efforts in relation to all of the tax laws, beginning with the 1921 law, have been 
directed. The Government has recognized the importance of this principle; and 
the tax laws up to the present time have been predicated upon it. They have 
accordingly allowed interest required to maintain the contract reserves to be 
deducted from investment income before arriving at thé net investment income 
subject to tax. This is still a principle of such vital importance that it can 
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never be lost sight of, although changed conditions have made it necessary to 
consider other basic principles in addition. A future change of conditions could, 
however, well make it again paramount. 

Different companies calculate their premium charges and policy reserves on 
different assumptions regarding the rate at which interest will be earned. The 
more conservative, and therefore the more safe, the assumption is the lower will 
be the assumed rate. If the deduction permitted under the tax law was the 
rate which each individual company assumed, there would, of course, be a di 
rect advantage to a company, from a tax standpoint, in assuming a high rate of 
interest—that is to say, the less conservative a company chose to be in assuming 
its rate of earnings, the higher would be the amount of earnings which it could 
deduct from its investment income before arriving at taxable income. A law 
so framed—i. e., a law permitting each individual company to deduct from its 
nvestment income interest at the rate which it had assumed would be required to 
maintain its reserves—would place a premium on a departure from conserva 
tism. Consequently, in order not to penalize or discourage conservatism by 
placing companies which adopted a lower interest assumption under a heavier 
tax burden than companies which adopted a more optimistic and less conserva- 
tive assumption, the deduction was placed, in the 1921 law, at the uniform rate 
of 4 percent for all companies, 4 percent being the highest rate that any of a 
considerable number of companies used in calculating their reserves. In the 
1932 law, in view of a general, but slight, decline in the assumed rates, the law 
permitted all companies to deduct interest up to 8% percent but also permitted 
those remaining companies which used a 4-percent assumption to base their 
deduction on that rate. Between 1932 and 1942, assumed rates continued to 
decline, and, in the 1942 law, the deduction was based to the extent of 65 per- 
cent on an assumed rate of 34% percent and to the extent of 35 percent on the 
actual average rate used by the industry. 

This general formula for the Federal income tax worked out reasonably well 
until the low interest rates which had prevailed during the thirties and early 
forties gradually reduced the investment earnings of the industry to such an 
extent that by 1947 the actual investment earnings of the industry dipped below 
the amount allowed as a deduction, and no tax was payable on the life-insurance 
business. (A small amount was paid by life insurance companies on accident 
and health business.) This situation existed through 1948. To remedy it the 
so-called stopgap of 1949 was enacted. This provided for the calculation of the 
deduction on the basis of the actual average reserve interest assumption of the 
industry after eliminating companies with assumptions which would have pro- 
duced a negative amount of taxable income. 

The second, and more serious trouble, to which this approach gave rise, also, 
was a direct result of the low interest rates which prevailed since the early thir 
ties. These low rates liad caused the industry generally to strengthen reserves 
on existing business by adding to the amounts of the reserves held. These ad 
ditions were derived from whatever margins under their premiums the com 
panies found available. This process, vital to assuring the solvency of the in 
dustry, has gradually lowered the interest rate required to maintain existing 
reserves. The same reasons also caused the industry to issue its new policies 
on low-interest assumptions. As the effects of these two new developments, both 
essential to the conservative management of the business, began to show them- 
selves, the amount of interest above that required to maintain the reserves has 
been rising with alarming rapidity. This rise was accentuated under the 1949 
law by the fact that, instead of adopting the former principle of encouraging 
conservatism by fixing the rate to be used for calculating the deduction above the 
rate actually used in the average reserve interest assumptions, the average rate 
was used, so that every step taken by the industry to assure its sound operation 
resulted in heavier and heavier taxes. 

This situation had become apparent by the time the stopgap law of 1949 was 
replaced by the stopgap law of 1951. This latter law translated the tax to a sim 
ple formula, proposed by the Treasury, designed to alleviate the trend toward 
progressively excessive taxes by placing the tax at a flat 614-percent rate on the 
net investment income of the industry—that is, the gross investment income, less 
investment expenses, 

The new element that has entered the situation since the enactment of the 1949 
stopgap law is that the allowance of the deduction for the reserve interest assump 
tion has, for the first time, produced a tax which is materially greater than the 
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tax which would be exacted from the individual members of the companies if the 
tax were collected from them directly. This has made it necessary that those 
factors, basic in any application of the income tax, be taken into account 





APPENDIX B 
EXPENSE-INCOME RATIOS, HISTORICAL AND ASSUMED 


The table on page 168 shows the relationsh p be tween the insurance-¢ xpense /net 
investment income ratio and the annual percent change in insurance in force cov 
ering the years 1919-52, for all lines of business combined 

By applying statistical methods, one can obtain a mathematical functional 
relationship between these two factors for the period. This is called an “esti 
mating equation” and by it one can estimate what the expense-income ratio would 
“normally” be under various growth assumptions.’ 

The ratios derived under these various growth assumptions are applied to the 
1952 data to obtain ratios for total operating expenses to gross investment in 
come.” These would serve as possible alternatives to the actual ratio for 1952 

Since the above computations are performed on all lines of business, adjust 
ments must be made in the final ratios for the exclusion of annuities, interest 
settlement options, dividend deposits, group life, industrial life, renewable term 
and accident and health insurance. With these exclusions from the income and 
expenses of the industry, the 86 percent ratio of total expenses to gross income 
for 1952 becomes 77 percent. Finally, the ratios derived under the various growth 
assumptions are adjusted in the same proportio! 

The following table summarizes the results: 






Pe 
; | 
Assumptior ’ | 
8 77 
insurance in force equal to G Na r 
5.4 percent per annun 87 d 67 
» in insurance in force 76 6 59 
reast I 2 2 t 
: | S 74 | 66 
ratio o isur ce expe | 
“ 62 ‘ 





11942. 


1For the more statistical-minded, the coefficient of correlation between the factors is 
+.77 and the estimating equation (by least-squares methods) is Y—76.26+2.06X, where 
Y is the expense-income ratio and X is the percent change in insurance in force 

2In the derivation of this ratio, the numerator excludes Federal income taxes and State 
taxes while the denominator includes these items. 





16S TAXATION OF LIFE INSURANCE COMPANIES 


Ratio of insurance erpenses to net investment income and annual percent change 


insurance in force, 1919-52 








Net invest- _ | Insurance 
(millions income of income _ inere 4St 
(millions during year 
Percent Percent 
1919 $318 $298 107 20.1 
1920 IS 1 331 115 17.8 
192) 404 380 106 g.8 
1922 a 2 1.4 
1923 163 $21 10 13.0 
1924 543 507 107 12.3 
192 ys 548 109 2.4 
192t O45 604 { l 
1927 672 2 102 3 
1928 711 733 7 9.4 
1929 963 927 104 8.3 
1980 i 790 879 a0 4 
1931 | 71¢ RAS x ) 
1932 637 R52 75 aie 
1933 ‘ 582 791 74 0 
1934 | 617 757 82 6 
1935 637 758 s4 2.2 
1936 685 869 79 3 
1937 702 Y1s 76 + 
1938 665 SS 75 1.4 
1939 712 966 74 2. ¢ 
1940 YSY 7 
1941 1, 038 74 1.8 
1942 1,101 71 4.5 
1943 1, 142 7 7 
1044 1,197 7 2 
1045 . 1, 261 78 4. 5 
1946 1, 211 1, 204 M4 2 
1047 1,379 102 ¢ 
1948 “ L 1, 522 NY 5 
1949 1, 623 1, 676 97 6 
1950 . 1,773 1,825 '7 Ls 
1951 . 1, 932 1, 938 10K 8. 4 
1952._...- 2.163 2.148 )] 4 
1 For 1951-52, expenses include commissions, general insurance expenses and taxes, licenses and fees 
assigned to insurance operations For }, expenses are the ime plus expe ise of invest ation and 
settlement of policy clain ind increase in loadit m deferred and uncollected premiums (both minor 
item 
2 Not available, 
NOTE 1919-38 includes some Ca lian companies. 
Source: Spectator Year Book. 1919-50 from gain and loss sections, 1951-52 from Aggregates sections, 


SUPPLEMENTARY EXPLANATION 


The aim of the calculations in appendix B is to derive certain ratios of total 
expenses to gross investment income in order to adjust the 1952 data in accord- 
ance with various growth assumptions made on page 21 of the text. These growth 
assumptions are made so as to give a long-term rather than a short-term ex- 
pression of the credit for expenses. This also serves to remove the wide fluctua- 
tions in the tax base resulting from the impact of new business expenses and to 
arrive at a fair determination of the amount of the tax base. 

On pages 19 and 20 of the text, the effect of the volume of new business upon 
total expenses of the industry is explained. The higher the volume of new busi- 
ness, the higher expenses tend to be. This relationship might be demonstrated 
historically by relating the annual percent increase in insurance in force to the 
ratio of total expenses to gross investment income. However, neither total ex- 
penses nor gross-investment income are available historically. 

Since the difference between gross-investment income and net-investment in- 
come is the same as the difference between total expenses and insurance expenses, 
namely, investment expenses, the above relationship can be demonstrated by sub- 
stituting insurance expenses as a percent of net-investment income. These data 
are available back to 1919. 

The two righthand columns on page 49 contain the annual data for the two 
variables now under consideration, insurance expenses as a percent of net- 
investment income, and the percentage increase in insurance in force during the 
year. The high degree of relationship is indicated by the fact that the coeffi- 
cient of correlation between the factors is +-0.77. 





= —— 








































TAXATION OF LIFE INSURANCE COMPANIES 169 


The estimating equation derived from these data is Y=76.26+-2.06X, where 
Y is the percentage of insurance expenses to net-investment income and X is the 
percent change in insurance in force. It is now used to estimate what the 
insurance-expense/net investment income ratio would “normally” be under vari 
ous growth assumptions in insurance in foree For example, if we assume a 
growth rate in insurance in force equal to the average annual rate of growth 
(compound rate) of the gross national product during the period 1929-52, the 
rate of increase of 5.4 percent would normally produce an 8&7 percent relation- 
ship of insurance expenses to net-investment income (by making 5.4 equal X 
in the above equation and solving for Y). If no change in insurance in force 
is assumed, the estimated relationship is 76 percent. 

The next step is to apply these insurance-expense/net-investment 
ratios to the 1952 data to obtain total expenses “no \ with 


assumptions. Westart with the following given data for 1952: 


Insurance expenses and taxes ; was oe $2, 163, 000, 000 
Total expenses and taxes 533, 000, 000 
Net investment income abt has: dddadale a $2, 148, 000, 000 
Gross investment income d ; dp ‘£9 599, 000, 000 
Federal income tax $140, 000, 000 
State premium, income, franchise and insurance department 


) =99 


4, 


taxes, licenses, and fees — ; $148, 000, 000 
Total expenses and taxes excluding last two items above $2. 245, 000, 000 
Adjusted total expenses and taxes as percent of gross invest 

ment income —__-~---- , eee ae percent 86 

1The difference between total expenses and insurance expenses, on the one hand, and 
gross and net incomes, on the other hand, differ somewhat although these differences 
should be the same. This is due to the projection of data representing 93 percent of the 


industry (in assets) to get gross investment income and investment 


expenses (see p. 68). 
This discrepancy affects the calculations only slightly 


The final total expenses and taxes item above ($2,245,000,000) is now adjusted 
to the assumed percentage relationships of insurance expenses to net invest- 
ment income. This follows: 


Assumed increase in insurance in force 





Insurance expenses as percent of net investment me 

increase, percent . 
Insurance expenses adjusted to above percentage ($2,148 n n tir 

percentage $1 869. 000. 00K 1 ¢ 00. 000 
Total expenses and taxes adjusted ($2,53 

expense adjustment O24, 2 M K D2, ih 1), O00 
A diusted total expenses and taxes less Federal income tax and St tax $1.9 M ‘ $1.7 000 
Last item above as percent of gros 2 


The final step is to adjust further for the exclusion from the calculation 
certain lines of business, as per table I on page 149 This requires use 
the following new data for 1952: 


Total expenses and taxes, excluding those attributable to ex 


cluded lines of business 7 $1, 248, 000, 000 
Gross investment income, excluding that attributable to excluded 

lines of business neti ne i $1, 627, 000, 000 
Percent relationship, expenses to income__-__ —— '.. a 77 


Finally, the 75- and 66-percent relationships of adjusted total expenses to 
gross investment income for all lines of business arrived at under the 2 growth 
assumptions above are reduced in the same proportion as the actual 1952 data 
were in excluding the various lines of business, viz, 86 to 77 percent. For the 


2 assumptions, the relationships become 67 and 59 percent, respectively 
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These results can be summarized as follows: 


Insurance expenses as percent of net investment income : Percent 
PAIGE: SIE iivcctcteicttinci nto piipuncetinaidensied atime thin shstisneniee ony a 
Under Gross National Product growth rate assumption_- ee 
LGEE 20: CODRSS GEUOIIIO is iii ein i etn rndicsnsecmnmnmenaiiomninnd 76 


Total expenses as percent of gross investment income (excluding Federal 
income and State taxes from expenses) : 

Actual 1962........... iia is sian thn Sia bs asic aie eats dient . 86 

Under Gross National Product growth rate assumption : ats (an 


Under no change assumption ae : scpulede Gates sa ma 66 
Total expenses as percent of gross investment income, adjusted for exclusion 
of certain lines of business: 
Actual 1952 i Salt eca tc i i e a be aaah eae ah cathe eens Re 
Under Gross National Product growth rate assumption-— = s CT 
Under no change assumption_-__-- : ; . 59 


These figures can be found in the table on page 167. In table I on page 149 
the adjustment actually used consists of multiplying the item “Balance of gross 
income” ($1,627,000,000) by 59 percent. 


APPENDIX C 
TAX RATE ON LIFE INSURANCE TAXABLE INCOME 


This is an attempt to determine the tax rate to be applied to the tax base of 
life companies. Taxable income is here assumed to be derived by deducting all 
expenses from gross investment income with adjustments for excluding certain 
lines of business and for growth of the industry. It is further assumed that 
the tax is to aggregate what would be collected if the individual policyholders 
were taxed directly. 

If a policyholder were to receive his portion of the net investment income 
earned by the life company as a dividend instead of having it used to pay 
claims or added to the reserves for his group of policies and to surplus, this 
would become income subject to tax. Within the framework of this abstraction, 
the most logical approach to the problem would be to visualize the individual 
as adding this income to all other gross income categories on his tax form. 
Gross income becomes a single sum and deductions and exemptions are applied 
to it. If one were to attempt to find the amount of the final tax that would 
be the result of cach of the sources of gross income, he would simply assume 
that each gross income category has deducted from it its pro rata share of 
the deductions and exemptions that are applied to the total gross income to 
get the tax base. In other words, the tax rate on gross income for each of the 
gross income categories is the same as that for all other categories and for the 
total. Therefore, the rate to be charged on life-insurance income is the current 
rate of tax on gross income of those policyholders who are taxable after the 
exclusions described in the text. 

A question has been tentatively raised whether the individual’s income addition 
from the life-insurance company should not be taxed at the average rate of tax 
applied to tarable income, not gross income: that is, that the rate should be 
the current tax liability as a percent of all taxable income for policyholders 
owning taxable policies. The insurance income would become, on this basis, an 
increment added only to fully taxable income, all deductions and exemptions 
having already been applied to the gross income from all other sources. 

There are at least two fallacies in this approach : 

(1) A rate computed by this method would be clearly discriminatory. Life- 
insurance income would be taxed at a rate higher, at the individual level, than 
are other sources of a person’s income. Life-insurance income would be deprived 
of the benefit of any of the deductions and exemptions that the individual takes 
on his gross income and would be taxed in full. Although this assumption of 
insurance income being taxed at the individual level is only an abstraction, yet 
there is no rational basis for imposing a higher rate on the gross income from 
one source than is imposed upon that from another (except for certain types 
with specialized deductions for inducement purposes, like corporate dividends) 

(2) This method is logically invalid If it were followed to its logical conelu 
sion, life-company income would be added, as an increment, or margin, to all 
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other income net of exemptions and deductions If such a purely marginal 
theory were followed, this income would not be taxed at the average rate on 
taxable income but at the average highest bracket rate for all taxed policy- 
holders. The extreme discrimination against life-insurance income which such 
an approach would involve becomes even more apparent 

To ascertain the average tax rate on gross income—the rate which is properly 
applicable—the calculation described below seeks to find the tax liability as a 
percent of gross income for policyholders not in the excluded lines of business 
The gross income and tax liability data are from the Statistics of Income 
1954, since this is the latest Internal Revenue release showing breakdowns 
income classes and since 1951 had a lowest bracket rate (20.4 percent), close 
to the one now in force. 

The first step is to adjust the gross income by income group by the percent of 
families insured (from the 1953 Life Insurance Fact Book, p. 14) to get the 
distribution of gross income for all insured families without exclusions.’ 


for 





rece f ( 
Gross income class Pot € 
Vil ‘ \l 
To $999 4 () ( 1 Ke 
$1,000 to $1,999 14, 74¢ 60 & 844 
$2,000 to $2,999 19 =( 9, 754 
$3,000 to $3,999 34. 831 SS 29, GOK 
$4,000 to $4,999 32, AB 1 29. 602 
$5,000 to $7,499 41 rf 3 I GE 
$7,500 and over 19, 373 93 15, 917 





Excludes data for tax returns showing negative gross income. 


The assumption is now made that net investment income would be distributed 
among policyholders in direct proportion to their gross income distribution 
above. This appears reasonable in view of the almost identical distributions by 
income group of total gross income received and total premiums paid shown each 
year in the various life-insurance ownership surveys published by the Institute 
of Life Insurance. 

The next step is to place a tax liability in each income class for insured families 
by assuming that the tax rate on gross income is the same as that for all returns. 
The results are shown below 











illions 
Al I u ¢ 
Gross income clas | 
Gr I i [ 
} } 
To $999 er $4 ¢ $1 86 
$1,000 to $1,999 14, 740 726 8, 844 
$2,000 to $2,999 25, 992 1, 758 ) 754 
$3,000 to $3,999 34. 831 68 29. GOK 
$4,000 to $4,999 32, 530 2 », 6 
5.000 to $7,499 11 Tf { RQ He 
$7,500 and over 19 . 15.9 


The resulting tax liability for insured families is 12.6 percent of their gross 
income. 


Income distributions by type of policy are not available. Thus, accurate 
estimates of the rate of tax for policyholders excluding group and industrial 
cannot be made. However, if all policyholders earning less than $4,000 were 
assumed to hold all of the group and industrial business, the average tax rate 


for the remaining policyholders would be 15.5 


percent, as computed from the 
above income distribution. This is an extreme assumption and the actual result 


1It is believed proper to apply the Fact Book data to the Internal Revenue figure 
the Fact Book percent distribution of its sample of al/ fan 
the percent distribution of all individual income tax returns 


i ry 
lies ve s¢ 
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after removing group and industrial policyholders would be something much 
less than that rate, say about 15 or 14 percent. 

On the basis of the above arguments and calculations, it is believed that a 
16-percent tax rate on taxable income is reasonable for the life-insurance 
industry In fact, it might well be 13 or 14 percent, as the calculations show. 


APPENDIX ]D 


From its beginnings, life insurance in the United States has been regarded 
as subject to State regulation. Paul v. Virginia (75 U. S. 168 (1868)), and a 
line of authorities through Deer Lodge County v. New York Life Ins. Co. (23 
U. S. 495 (1913)), holding that life insurance was not commerce, and there 
fore, was subject to State, but not Federal, regulation, reinforced this view. 
It was not until 1944, when Southeastern Undericriters’ Association v. U. 8. 
(822 U. 8. 5338 (1944)), was decided that the holdings of the earlier cases were 
reversed and the interstate character of the life-insurance business was judicially 
recognized. This decision resulted in the enactment of Public Law 15, approved 
March 9, 1945, 79th Congress, Ist session, in which the Federal Government 
recognized that, subject to certain qualifications relating to the antitrust laws 
and labor laws, the insurance business would continue to be subject to State 
regulation 

Because the industry was one which had always been subject to State regu- 
lation, it was also regarded as an industry peculiarly subject to State taxation. 
Public Law 15 brackets State taxation with State regulation and indicates that 
in relation to taxation, as in relation to regulation, the States are to continue, 
with the consent of the Federal Government, to occupy fields which they have 
previously occupied. 

The doctrine that an industry which is subject to State regulation is therefore 
a field for State taxation is well established, both in theory and in practice 
The taxation of the life-insurance industry shows that this principle has been 
recognized in regard to this industry. The aggregate amount of State premium, 
income, and franchise taxes (excluding license fees of agents) and the aggre- 
gate amount of Federal income tax on life-insurance companies since 1913 is set 
out at the end of this appendix ID. It shows that only within the last 3 years 
has Federal taxation approached in amount State taxes on this industry. 

sv virtue of the fact that the life-insurance industry was held not to be 
commerce, the States were not subject to the restraint on the taxation of the 
industry to which they would have been subject had the industry been protected 
by the commerce clause of the Constitution. Consequently, States imposed not 
only taxes which are heavier than those imposed on other business engaged in 
interstate commerce (see comparison on p. 160), but they have also imposed 
discriminatory premium taxes against insurance companies domiciled in other 
States. As a point of historical fact, the very cases in which the Supreme 
Court of the United States held that the insurance business did not constitute 
commerce were cases in which insurance companies had sought the protection 
of the commerce clause n some cases, e. ¢., Paul v. Virginia, supra, against State 
regulation, and in other cases, e. g.. Deer Lodge County v. New York Life Ins. 
Co., supra, against the burden of State taxes, including discriminatory taxes, 
Ducat v. Chicago (10 Wall. 410 (1870)) 

The life-insurance industry is, accordingly, in a very different position, in rela- 
tion to State taxation from other corporate enterprises engaged in interstate 

mmerce As stated by Roswell Magill,’ former Under Secretary of the Treas 
ury, in his book The Impact of Federal Taxes, at pages 124-125, generally the 
case for Federal corporate taxation is that many, if not most, large corporations 
do business in more than one State and that the privilege of engaging in multi- 
state commerce is not only protected by the Federal Government but cannot 
adequately be taxed by the States individually. So far as State taxation is con- 
cerned, the position of the life-insurance industry is exactly the reverse of that 
of other corporations en “l in interstate commerce. 

The premium, income, and franchise taxes collected by the States from the 
life-insurance industry constitute an important part of State revenues. A study 
published by the Chamber of Commerce of the United States in its Insurance 











1Mr. Magill is now a trustee of the Mutual Life Insurance Co. of New York. 
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Tax Bulletin No. 53, October 1942, indicated that in 1940 1.635 percent of the 


revenues derived by the States through insuran tax I g licenses and 
fees as well as premium and other taxes, from the ¢ urance industry 
(including companies of all types) was reported a ! ‘ nance of 
State insurance departments The remainder, 95.37 ercent ed f 
general purposes or purposes other f] nsurance d ment 1 t é 
No later figures are available, but in w of the ¢ WwW f the } , . 
ance department maintenance may absorb a st sma percentage 

nues today. 

Therefore, also as a matter of storical fact e life-ins ‘ 
not only been regarded for years as an industry peculia . ‘ st 
ation, but Congress, with full knowledge of the State taxing laws 
view and elected to continue the heavy State tax ‘ ca this , . 
enacting Public Law 15. It was undoubtedly influence ( ys the 
portance which this source of revenue had assumed to t! tes 

The previous situation, and the situation reest e¢ d cor ed } 
Congress after the Southeastern Und oriters decisior s well stated in the 
opinion of the Supreme Court in Prudential I nee ¢ yv. B amir 
(328 U. S. 408 (1946) ). That ase held that fe : pinie th y 
engaged in interstate commerce, are not protected erc ise but 
are still subject even to the discriminatory State ‘ It e course of the 
opinion, the Court said: 

“No phase” of the process of reconciling nati¢ I f we ‘ ng to 
the same subject-matter “has had a more atypica istory regulation of the 
business of insurance. * * *” (p. 4138 

“* * * from Paul to South-Eastern the States took over ¢ usively the func- 
tion of regulating the insurance business in its spec egislative manifesta 
tions * * *, At the same time, on the rationa ition tl surance was not 
commerce, yet was business affected wit! V t est he States devel 
oped comprehensive regulatory and taxing systems e neg ve impl 
cations of the commerce clause became irrelevant, as such, for the valid exercise 
of State regulatory and taxing authority” (pp. 415, 416) : States grappling 
with nationwide, but nationally unregulated, business ine bly exe 1 the 


powers to limits and in ways not sought genera 
held to be within the reach of the commerce Ise mplied prohibition 
(p. 417). 












With specific reference to Public Law 15, the } rran Act, the Court said 
(pp. 129430) 

= Ibviously Congress’ purpose was broadly to give s pport to the existing na 
future State systems for regulating and taxing the b ess of insuranm T 
was done in two ways. One was by removing obstructions which might be 
thought to flow from its own power, whether dormat r exercised, except as 
otherwise expressly provided in the act itself or ir iture legislation 
other was by declaring expressly and aflirmatively that continued State reg 
tion and taxation of this business is in the public interest and that the siness 
and all who eng in it ‘shall be subje to’ the laws of e several S es 
in these respects. 

“Moreover in taking this action Congress must have had full knowledge of 
the nationwide existence of State systems of regulatio nd taxatior if e 
fact that they differ greatly in the scope and character of the regulations im- 
posed and of the taxes exacted; and of the further fact that many, if not al 
include features which, to some extent, have not been applied generally to othe 
interstate business. Congress could not have been u juainted I ese 


facts and its purpose was evidently to throw the whole weight of its power 
behind the State systems, notwithstanding these variations.” 

In 1952, the total State premium taxes and insurance department licenses 
and fees levied against the life-insurance industry amounted to $148 mi 

The taxes imposed by the States upon the life insurance ind 
far heavier than State taxes on other corporate enterprises, as 
160 of the text 





————— 


2Costs of periodic examinations of companies by State insurance departments are 





erally charged directly against the companies examined These charges, which ars b- 
stantial, are in addition to the tax revenues referred to in the Ch: ber of Commerce study 
and in this memorandum. A separate charge is also made to maintain the staff of the 





committee on valuation of securities, NAIC It is also in addition to tax revenues referred 
to in this memorandum. 
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Federal, State, and local tares paid in the United States (including Alaska, 
Hawaii, and Puerto Rico, by United States legal reserve life insurance com- 
panies, 1921-52 











rhousand llars 
I ral in 
' tax : 
(on invest- , 
; ment inc + 
earned dur- mium tax ty 
ing year, tax ind real 
paid follow- ; tans 
All ea 
v23 
24 $28, 000 $34, 626 
1925 31, 000 37. 997 
192¢ l 35, 000 44,106 
127 1 38, OOK 7, 162 
G28 l 44,000 2 
1929 l 47, 000 7 
1930 l 19, 000 ) 
1 5). O00 59 
1932 R11 53, OO 
133 4 48, 000 
14 R4 49, 000 952 
410 4,000 60, 381 
499 61, 000 68, 611 
) 309 55. 000 
1038 493 61, 000 
1020 450 62, 090 
104 738 62, 000 
41 1, 190 65, 000 
1942 27, 427 67, 000 
43 34, 482 68, 000 
44 34, 462 76, 000 
a4 24, 72. 82, 000 
4 91, 824 89, OOK 
4 1, 44 
1948 1, 632 
49 42, 000 
) 72, OOK 
} 125, OO 
) 140, 004 
1 Not available, 
source Federal income tax: 1921-48 from Federal Income Taxation of Li Insurance Companies, 
General Bulletin No. 416, Life Insurance Association of Amer 1949-52 from Institute of Life Insurance. 
All other: See following table 
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Insurance taxes, licenses, and fees paid to State and li aqovernments bu United 
Ntates le gal reserve life-insurance om ] | 
Yea e 




















SOR (MK . ¢ § 
1 
( g 
44, (0M { . 
{ ( } { 
T 
48. OOK ‘ 
19, OOK 8 
4. OOK ) g 8 
61. OO ; ‘W 
(i } 
61. OO R 48 
62, OO & 
+ 
\ % } 
Q (OK 4 
6, OO RR . ) 
RD. (XM g 
RO (WK 6. 38 8 
17. OM % OS 4 
‘ 108 
952 } ( » 49 
Compiled as follows 
Data for 1947-52 are actu weregate ering both ] t accid i f bu ! 44 
464 United States legal] reserve life insuran< pa in the 
companies included in Spectator Year Book mpiled by the I 
Data for 1924-46 are aggregates of: actual re is of ta pa he 1 of 49 1 
legal-reserve companies which paid between 85 percent and 90 percent of the taxe Fede . 
and local) on the life business of all such companies i e variou 
on the life business of all other companies inc Lin Spe \ k I 
the taxes paid on the accident and { the ¢ I 7 
panies. (In 1947, the earliest year tio i sila t i it 29 
percent of the accident and lth busi ¢ I 
“Other State taxes’’ and unty and munici ta - 
tries. Estimated foreign taxes are excluded from premium t 


Compiled by Miss Mary FE. McClelland, association stat I ince Associat A 
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APPENDIX BE 


ALTERNATIVE CALCULATIONS 


As stated on page 161 in the text, it is believed that there are three areas in 
this approach open to legitimate discussion. They are: (1) Whether all ex- 
penses should be credited against investment income; (2) the proper tax rate 
to be applied at the Federal level; and (3) precisely how great the offset for 
excessive State taxes should be. 

The alternative calculations shown in table II, on the following page, are 
supplied for illustrative purposes only, since, in our judgment, the calculation 
in table I is the proper one. The alternatives shown fall within the first two 
areas mentioned above, since the alternatives for calculating State taxes on 


applicable bases are already shown on table I. They result from the following 
assumptions: 

Method A: Table I repeated, as point of reference. 

Method B: Same as table I, but using a 20-percent Federal income-tax rate, 
the current lowest individual bracket rate, instead of 16 percent. 

Method C: Same as table I, with $128 million in “insurance expenses” of ordi- 
nary life policies excluded from the expense deduction from gross income. 

Method I): Same as method C, but using a 20-percent Federal income-tax rate 
instead of 16 percent. 

Methods C and D require an explanation. The $128 million reduction in the 
expense credit is made on the assumption that the premium dollars received 
by the companies each year are broken down into 2 portions—the portion used 
to pay claims for which existing reserves for the policies affected are inadequate 
and the portion added to policy reserves and which thereby become subject to 
the investment process. (This also assumes that all claims not provided for by 
existing policy reserves are paid out of premium income and nothing for this 
purpose is provided by investment income.) The first portion, which may be said 
to represent the insurance element of premium receipts, is then given a liberal 
loading of 20 percent to cover all expenses attributable in any way whatsoever 
to these premium dollars. Probably a 15-percent loading would be adequate. 
(Expenses on renewable term insurance are, of course, not included, since it is 
one of the excluded lines of business. ) 

The calculation of these “insurance expenses” on ordinary life policies were 
made by projecting the data for 24 major life companies for 1952. These com- 
panies showed incurred deaths on ordinary policies (including term) of $984 
million (Annual Statement, p. 5, cols. 3 and 5, line 8), which was 82 percent of the 
incurred deaths of the whole industry ($1,202 million, from the Life Insurance 
Fact Book, 1954, p. 34). Deducted from the 24-company amount were $455 
million as reserves released by death (Annual Statement, p. 6, col. 3, line 11) and 
$49 million for term-insurance death (Annual Statement, p. 15, col. 2, line 10). 
Added to the net amount of $480 million were the incurred disability claims of 
$43 million (Annual Statement, p. 6, col. 4, line 4), giving a total claim, net of 
reserves released by death for 24 companies, of $523 million. This last figure 
was projected to $688 million as based on the 24-company all-industry relation- 
ship for incurred deaths on ordinary policies indicated above. The 20-percent 
expense assumption applied to this produced $128 million. 
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TABLE II 





Subt 
Su 
. af 
} ] ¢ fi fo 
Balance of expenses 
Adiu ) ' i 
Feder ym x 
Stat miu fr chise : . 
or 
1 f 
| 
ca diel } 
sory expe 
Total State and 
Total State ar I eral t 2 
Actual leral incor tax, 1952 


1 
re 
Actua] State premium, franchise, income, at tax ) . 


Total actual taxes, 1952_......_. 288 


APPENDIX F 


As of September 1, 1952, the lowest bracket rates were distributed as follows 
Rate: Number of States 
1 percent —_ Sicha ‘ dieis 16 

Sie In auintnibeaiatiaicn a . Sa — sal 3 
i. F oe “ . a , ee . S 

3 percent___-- an , i ; std : 1 
ORROR FP iaiecs cides ae a iinkanieceaieecas 
Pca: acc coseten eS - : 7 31 


1 Varies with type of income. 
Source: Facts and Figures on Government Finance, 1952-53, p. 161. 


Applying the above rates to the individual income-tax take of the various States 
gives a weighted average lowest bracket rate of 1.63 percent. This is not a sta 
tistically perfect method of calculating this average since the rates should be 
weighted by the taxable income itself, not the tax receipts, and some considera- 
tion should be given to the schedule of rates, not the lowest bracket only, as a 
determinant of tax receipts. But State taxable income data are not readily 
available, if at all, and considering the rate schedule is too complicated. The 
use of these refinements would probably lower this average slightly to, say, 1.5 
percent. 
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ASS MPTIONS USED IN APPENDIX G, PAGE 66 


Premium of $43.95 per $1,000 (no particular company). 

Reserves : Commissioners’ method C. 8. O., 2% percent. 

Cash values: Equal to reserves. 

Surplus: 10 percent of reserve. 

Mortality: 60 percent of C. S. O. in first policy year graded to 100 percent in 

ixth and later years. 

Interest: 314 percent on initial funds of year. 

Lapse rate: Linton A. i 

Expenses: Commissions of 60 percent first year, 10 percent second and third 
years, 74% percent fourth through tenth years, 5 percent eleventh through fif- 
teenth years, 3 percent sixteenth and later years. 

Premium taxes and other expenses: 21.5 percent first year, 4.4 percent 
thereafter 

Dividends: Not related to experience. Computed as balancing items to produce 
10 percent surplus at end of each year. 

Minor errors in interest calculations and adjustments in dividends.) 


SOURCES OF DATA 


i? s investment income ($2,599 million) 

Projection of figure for 224 United States member companies of the Life Insur 
nee Association of America Projection based on these companies holding 93 
percent of the assets of all United States companies. 


Gross investment income by lines of business 


Income from renewable term estimated from Gain and Loss Exhibits of a sam 
ple of companies Income from their lines of business are allocations of total 
cross investment income based on the distribution of insurance reserves and 
deposit liabilities. Sources for reserve data: 

Annuities ($10,146 million )—Institute of Life Insurance 
Interest settlement options ($3,491 million)—Mutual Life Research Division 
(derived from a sample of 27 companies) 
Dividend deposits ($1,672 million—Spectator Year Book 
Accident and health ($324 million)—Spectator Year Book 
Group life ($350 million)—-Same as option 1 settlements 
Industrial ($7,900 million)—Same as option 1 settlements 
Te reserves and deposit liabilities ($64,218 million)—Spectator Year Book 








tal 





Hrpenses 

On insurance operations, annuities ($47 million), group life ($65 million), 
industrial ($457 million), and accident and health ($259 million)—Spectator 
Year Book, section covering analysis of operations by lines of business, 

Renewable term ($65 million)—Based on the allocation made by a major 
nsurance company 

Interest settlement options ($6 million )—Estimated by Mutual Life Research 
Division 

Dividend deposits—Not available 

Total industry (excluding Federal income taxes) 

Commissions, insurance expenses and taxes allocated to insurance operations 
($2,130 million)—Spectator Year Book. Taxes are adjusted slightly because 
Spectator figure includes some Federal income tax. 

Investment expenses, taxes allocated to investment operations, real estate ex- 
penses, and depreciation ($263 million)—Same as gross investment income. 

Distribution of investment expenses, ete., by lines of business same as distri- | 
bution of gross investment income. 

Tares 

Federal income tax ($140 million)—1953 Life Insurance Fact Book, page 48. 

State premium taxes ($143 million )—See page 50. 

State insurance department licenses and fee ($5 million)—lInstitute of Life 
Insurance 


State income taxes (negligible)—Life Insurance Association of America. 
laxr-free interest (339 million for all lines).—Same as gross investment in- 


come. This is adjusted when lines of business are excluded in accordance with 
the distribution of gross investment income. 
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Percent of life insurance industry assets held by m ial con panies (77 per 
cent ).—Institute of Life Insurance (calculated from 1951 dat 

Number of life insurance policyholders, end of 195 88 millio 1953 Life 
Insurance Fact Book, page 5 

Number of taxwable Federal income-tar ret s filed on 1952 income ,0 n 
lion).—Estimated by Mutual Life Research Division from data provided by Ta 
Foundation, Inc 

Number of women polic wholders (adulis o se 85 on on) Estimated b 
Mutual Life Research Division from data contained i (1) Lewis Kimmel, Share 
Ownership in the United States, page 120; (2) 1955 Life Insurance Fact Book 
pages 5, 16, 23, 25, and 27; (3) Life Insurance Agen Management Associatio1 


1949 Buyer, Adult Series No. 1, page 5 
Percent oj all individual Federal income-te 








on the lowest bracket (85 percent) American Bar A tion Journal, Mar 
19535, page 207. Article by Robert B. Dresser of Edwards & Angell, Pr dene 
it I., referring to speech of Representa e Reed in Cong! son January 9, 195 
Surplus and capital as percent of msurance asse 19 1.2 pe nt Bn) 
Life Insurance Fact Book, page 53 
SUMMARY OF Mt ol NDU\ E ) K | { TaN I 
INSURANCE COMPA 
(By Haughton Bell, vice presiden ind gener l I Muti I 
Insurance Co. of New York) 

Seventy-seven percent of the assets of the life insurance industi e held 
purely mutual companies. The principal problem, therefore, is h 
the income tax to these companies and its impact on thei: ms of 
holders. This memorandum discusses that problem It develops a tel 
which we believe to be the sole criterion applicable to mutual companies, na 
that investment income less expenses is their only taxable income.’ This is als 
one criterion for applying the tax to stock companies So that the efte« 
applying this criterion to the whole industry may be gaged, S nd 
analyzes the problem as if all of the business were transacted by mutua 
companies. 

Life insurance companies have two sources of funds, premiums and in 

| income. Premiums represent capital items arising out of savings hich are pa 
into the companies by the holders of the contracts they issue. Invest nt 
come is derived from these premium payments to the extent that they 

' retained and invested by the companies. 

A Premium payments are deposits of savings, like deposits in a savy s bank 
There is a marked similarity between the two institutio1 This similarity was 
clearly and concisely pointed out by Mr. Justice Brandeis in his opinion in P 
Mutual v. Lederer (252 U. 8. 528 (1920), at p. 531) 

“But in level-premium life insurance, while the motive for taking it may 
mainly protection, the business is largely that of savings investment The 
premium is in the nature of a savings deposit. Except where there are st 
holders, the savings bank pays back to the depositor his deposit with the interes 
earned less the necessary expense of management. The insurance company does 
the same, the difference being merely that the savings bank undertakes rey 
to each individual depositor the whole of his deposit with interest; while 
life insurance company undertakes to pay to each member of a class the aver 
amount (regarding the chances of life and death); so that those who do 
reach the average age get more than they have deposited, that is, paid in pr 


miums (including interest) and those who exceed the average age less thar 
deposited (including interest).” 

For each class of policyholders (persons of the same age at issue, in the sa 
general state of health, etc.), the company calculates premiums intended 
provide, during the life span of the class, for all claims that will arise and for 
| all expenses of operation, after allowance for earnings on the invested reserv: 
Contributions through premiums and investment income are designed to | 





1There is one qualification, not now important, discussed on pp. 149 and 150 and 
appendix A of the longer memorandum of which this is a summary This qualificati 
however, does make it necessary, for reasons set forth in the long memorandum, to include 
in any Federal income-tax law, some provision equivalent to sec. 805 (b) (3) and (4) of the 
Internal Revenue Code of 1954 as a ceiling on a company’s tax liability in adverse times 


55766—55——_13 
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exactly equal to payments to the class and expenses of operation attributable 
to the class to the death of the last survivor. 

Because the contracts are generally long-term and premiums cannot be in 
creased after issue, margins for safety are allowed in some or all of the thre+ 
factors entering into the premium calculation—(a) claim factor, (b) expensi 
factor, (c) interest factor. To the extent that such margins can be clearly 
recognized to have been realized after each year’s operations, they are paid 
to the policyholders as dividends. The portion of these dividends representing 
margins realized because claims and expenses are less than provided for in the 
premiums simply represents the refund of an original overdeposit. 

It is, therefore, clear that the only income of mutual companies which is sub- 
ject to tax is investment income. 

The only truly logical theory of income taxation as applied to a mutual en 
terprise is that the enterprise itself should not be subject to any income tax but 
that the tax should be levied in the form of an individual income tax on the 
taxable income which its members derive from it. This theory applies unless 
income is withheld by the enterprise from the members beyond the amounts 
needed for their protection, which is not a problem here.” 

This theory has been applied in the present Federal income tax on mutual 
savings banks and savings and loan associations, the other principal forms of 
institutions conducted on a mutual basis which produce investment income for 
broad segments of the public The same principle is applied with respect to 
farm cooperatives, and to mutual investment funds, and similar enterprises 
which pass on to their members at least 90 percent of net investment income and 
otherwise meet the requirements for “regulated investment companies.” In all 
of these other instances, all of the expenses of operating the enterprise are, of 
course, first deducted. 

Although some of the investment income earned by life-insurance companies 
is distributed to contract holders each year—as in the case of the other institu- 
tions—most of it is not actually distributed. Nevertheless, the total amount, 
net of expenses, derived from premiums and investment income combined is allo- 
ated each year by a mutual company for the account or benefit of the individual 
members of the enterprise through payments of claims and dividends, and 
through additions to policy reserves and surplus. Therefore, even though it is 
not possible to follow exactly the form and method of taxation applied in the 
case of mutual savings banks and other mutual enterprises, it is, nevertheless, 
possible (a@) to measure approximately the amount of taxable income which the 
companies earn for the account and benefit of their members each year and (b) 
to collect from each company approximately the amount which the members of 
that company would pay if the taxable income credited by that company to their 
sccounts were actually distributed to them. 

Arriving at the proper amount of tax to be collected, (a) from the industry 
and (b) from each company, is relatively simple, except for the handling of 
expenses. 

From gross investment income of the industry, there must first be excluded 
the income earned on the reserves, and a proportionate amount of surplus, at- 
tributable to those types of contracts, the holders of which are already subject 
ro their full share of Federal income tax on investment income. These contracts 
include annuities, supplementary contracts under which interest is paid to the 
holder on policy proceeds left with the companies (interest settlement options),” 
ind dividend deposits (and some annuity deposits) on which interest is paid or 
credited to the depositors. p 

Expenses, excluding expenses attributable to the three types of contracts just 
mentioned, must then be deducted. In order to derive a benefit from the invest 
ment income earned by the enterprise, the members must bear the expenses of 
conducting it. Only to the extent of the difference between the investment income 
allocable to a member and the expenses allocable to him does he derive anything 
in the nature of taxable income. 


2Laws in States where companies having more than a majority of the assets of the 
justry are domiciled limit surplus—largely created out of premium retentions—of com 
panies writing any form of participating business to 10 percent of policy reserves and 
liabilities At the end of 1952, average surplus for the industry, including capital of 
stock companies, was 7.2 percent of assets 
Under sec, 101 of the Revenue Act of 1954, holders of other forms of settlement options 
will also be directly taxed on investment income. Investment income attributable to such 
other settlement options should also be excluded. The amount is at present insignificant 
it will increase as time goes on 
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In the handling of expenses, it must constantly be borne in mind that the ta 
to be collected is the aggregate tax which the members of each company would 
pay if it were possible to collect the tax from them directly, as from the 
members of other mutual enterprises. With this guiding principle in mind, it 
is necessary to make certain adjustments in the expense figures of the industr: 
and of each company in order to allocate expenses with substantial equity to tl 
policyholders who are properly entitled to them as an offset against investment 
income. If such adjustments are not made, it will not be possible eithe: 
measure correctly the amount of taxable income which the companies earn 
the account and benefit of their policyholders each year, or to collect from eac! 
company approximately the aggregate amount which its members would pay 
if the taxable income credited to their accounts were actually distributed and 
the tax collected from them each year 

The first adjustment is to eliminate (at least tentatively) from the indust1 
total the expenses of certain lines of business where the investment element 
small in relation to expenses. These lines include group life, industrial lift f 
newable term life, and accident and health insurance. If this adjustment were 
not made, the other policyholders for whose benefit investment income is cred 
would receive a windfall from the excess of expenses over investment income 


of these four excluded lines A corresponding adjustment to eliminate 
investment income attributable to these lines should also be made at le 
tentatively). 
The second adjustment is necessary because life insurance is a long-te 


business and the equitable allocation of expenses among policyholders as 
offset to investment income requires a long-term rather than a short-term expres 
sion of the expense credit. The expenses on a policy are very high in the ea 
policy years, particularly in the first year, and taper off as the policy remail 
on the books. They are roughly 10 times as large per thousand of insurance 
the first year as in later renewal vears. (See appendix G, col. (3) of the lone 
memorandum.) The companies recognize this in their internal accounting 
in the ealculation of asset shares used in connection with dividend distribution 
for surrender charges and similar purposes, and spread these expenses, by 
process of averaging, over the life of the policies. It is essential that in taxing 
the companies, and through them the policyholders, the same principle of aver 
aging be recognized and adopted. Otherwise, the most extreme inequities and 
injustices as among policyholders will result. This second adjustment has the 
effect of providing for a similar averaging of expenses and provides a long-ter! 
expression of the expense credit 

If an adjustment of this nature were not made, policyholders, in a period 
the industry’s (or a company’s) rapid growth would get credit for expenses not 
attributable to them but to other policyholders who should get credit for those 
expenses in later years. In years of slower growth of the industry (or a con 
pany), the policyholders, by this adjustment, will get credit for the expenses 
incurred for their account earlier and spread over the life of the policies. Tl 
adjustment may be made by expressing expenses properly deductible by the 
industry (and by each company) as a percentage of gross investment income 
justed for the exclusions already mentioned). Fifty-nine percent appears t 
be a conservative percentage.‘ This percentage would remain constant, subject 
to change only if methods of doing business should change radically 

A proportionate amount of tax-free interest must then be deducted 

The calculation, with figures for the industry for 1952, is set out in table I 
appended to this memorandum. It shows that the industry’s tax base for 1952 
was $648 million. 

The next question is what tax rate is fair, again bearing in mind that the 
tax is to aggregate what would be collected if the individual members of the 
mutual enterprise were taxed directly 

These life-insurance companies afford one of the chief methods by which 
persons of modest income can invest. The assets of the life-insurance industry 
aggregated at the end of last year $78.5 billion. There were approximately 9 
million holders of life-insurance policies. Therefore, the amount which the 
companies are investing averages less than $1,000 per person. Probably 30 
percent or more of these 90 million persons have incomes below the point 
which any individual income tax is payable. It would be totally impractica 
from an administrative standpoint to notify each individual member of the 


*It is based on the relationship between investment income and expenses over a 
period (the longest for which figures are available), explained in detail on pp. 157 a1 8 


and appendix B of the longer memorandum. 
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net investment income allocable to his individual account each year. The time 
nd expense of doing so would be completely prohibitive It is, therefore, im- 
possible to adjust for overtaxation, as is done in those cases where taxes are with- 
held at the source. Therefore, if reasonable equity is to be preserved, the tax 
ite must be on the low side. 

The Federal income-tax rate on gross individual income in 1954 is estimated 
at 11.5 percent. A rate halfway between this and the lowest individual rate 
of 20 percent, say 16 percent, would seem to be within the area of reasonable 
Hess, 

A rate of 16 percent on the tax base of $643 million would produce a tax of 
$103 million. The actual Federal income tax paid on the basis of 1952 income 
was $140 million. 
The unique position of the life-insurance industry in relation to State taxes 
is another factor which has a direct bearing on the taxation of the industry by 
the Federal Government. A long line of decisions of the Supreme Court of the 
United States held that the life-insurancs companies were not engaged in com 

erce. They were, therefore, held to be subject to State regulation and State 

xation, and not entitled to the protection of the commerce clause which greatly 
mitigated the State taxes collected from other businesses which were held to 
be engaged in interstate commerce. When the Supreme Court in Southeastern 


ree 


Underwriters’ Association v. U. S. (3822 U. S. 538 (1944)), in effect reversed 
its earlier line of decisions and held that the insurance business was interstate 
commerce, Congress, by express enactment, ‘elected to continue the previous 
State regulation and taxation of the industry in Public Law 15, approved 
March 9, 1945, 79th Congress, 1st session. Of this act, the Supreme Court said 

Prudential Insurance Company v. Benjamin (328 U.S. 408 (1946). p. 430) : 

“Moreover, in taking this action Congress must have had full knowledge of the 
nationwide existence of State systems of regulation and taxation; of the fact 
that they differ greatly in the scope and character of the regulations imposed and 
of the taxes exacted; and of the further fact that many, if not all, include fea- 
tures which, to some extent, have not been applied generally to other interstate 
business Congress could not have been unacquainted with these facts and its 
purpose was evidently to throw the whole weight of its power behind the State 
systems, notwithstanding these variations.” 

In that case, the Supreme Court upheld discriminatory State taxes against 
life-insurance companies. 

That the State tax burdens on life-insurance companies are heavier by far 
than the burdens on other interstate business is indicated by the fact that, in 
1952, State premium, income, and franchise taxes and insurance-department 
licenses and fees for the industry aggregated $148 million. This is equal to 

pproximately 23 percent of the tax base of $643 million. The State income 
taxes on individuals average, at the lowest bracket, approximately 1.6 percent 
State income taxes on corporations aggregated approximately 2.1 percent*® and 
there were additional taxes on corporations in general of 0.6 percent,’ or a total 
of 2.7 percent 

A rate of 1.6 percent would produce a tax of $10 million. A tax of 2.7 percent 

nld produce a tax of $17.4 million. These contrast with the actual tax of 
$148 million. 

In a sense, through long practice, subsequently confirmed by Public Law 15, 
» Federal Government has ceded to the States a larger part of its authority 
to tax life-insurance companies, just as it has ceded to them a large part of its 
authority to regulate the industry. These cessions recognized that regulation 
and taxation of this industry were functions of the States rather than of the 
Federal Government. As to taxation, the cession recognized also that the taxes 
derived from the life-insurance industry had become an important source of 
State revenue. Only about 5 percent of the premium taxes paid to the States 
is used for supervisory purposes—about $7.5 million.’ The rest is used for other 
State purposes. Some part of the remainder, perhaps the $17.4 million figure, 


wW 


® Yield of the Individual Income Tax During a Recession, Joseph A. Pechman, in Na- 
tional Tax Journal, vol. VII, No. 1, March 1954, 

* Department of Commerce, Survey of Current Business, July 1953, pp. 11 and 14 
Department of Commerce. See Bureau of the Census publication, State Tax Collections 
1958, p. 3. For reasons given in the longer memorandum, particularly at p. 159, sales 

ixes have no place in the comparison. 

*Costs of periodic examinations of the companies by State insurance departments are 

generally charged directly against the companies examined. They are additional to the 
tax revenues referred to in the memorandum. ; 
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might be considered a reasonable franchise tax. The balance, or a s ibst 
part of it, should be offset against any Federal income t 
From what has been said thus far, it follows logically that little or Federal 


income tax is properly payable by this industry. 
If any tax should, nevertheless, be imposed on the industry at the Federal 
level, it also follows, from the foregoing analysis, that as nearly an equitable 


result as is practicable will be achieved by a tax in the form of a flat percentage 
of gross investment income of the companies. Logically, also there should be 
eliminated from the gross investment income of each company t port 

which is attributable to annuities, settlement options, dividend deposi nd 


the excluded lines of business—group life, industrial life, renewable ter ife, 
and accident and health insurance. Recognizing, however, that invest! 
expenses are now apportioned among policyholders through the internal at 
ing procedures of the companies approximately on 
policyholders become entitled to investment income, it would seem appropriate 
that the tax be in the form of a percentage of net investment income, with the 
exclusions mentioned. If the tax should be substantial, it would see 
would necessarily result from some compromise with strictly logical prince 
In that case, it would seem that investment income from some or a f the 
four excluded lines of business should come back into the tax base—but 
investment income relating to contracts whose holders are already taxed direct 
Once a tax is fairly distributed between companies, as it would be on the bas 
just outlined, the distribution of the tax as between the individual policyholders 





the basis on which the 











who ultimately bear the burden must be c: “Ml out within each mpany Chere 
is, of course, as already pointed out, a <~t correlation between investment 
expenses attributable to each icy, or group of policies, and the gross 

ment income allocable to such policy, or group of po ies There is, however, no 
exact correlation between other expenses of a policy, or a group of policies, and 
the investment income allocated to the policy, or the group, over its whole life 
Furthermore, it may be doubted that even the company a iries will be 

devise a method for doing complete justice as between individual members 


ing different groups of policies within a company in offsetting expenses other 
than investment expenses against investment income for the purpose of equaliz- 
ing the burden of the income tax. Nevertheless, the burden will be distributed 
generally in proportion to the amount of investment income which i t 
each policy, or group of policies. Leaving the apportionment of the tax in this 
way to the internal accounting procedures of the companies, which are made 
the usual course of business and are designed to apportion all burdens and all 
rains as equitably as possible, is the only practicable method of distributing the 
tax among the millions of policyholders. Perhaps the increased use of ele« 
tronic equipment may help in producing still greater equity 

To sum up, it seems clear that, if basie principles of taxation are recognized 
the life-insurance industry is now paying an excessive burden of State and Fed 
eral taxes. The combined Federal income and State premium taxes totaled ap 
proximately $288 million in 1952, or almost 45 percent of the tax base of $643 














million. Probably few policyholders realize this fact 

\ tax in the form of a flat percentage of investment income (using either gross 
or net, as net is now defined, with the exclusions discussed on p. 1: the or 
method of tax which will produce as equitable a distribution of the tax as is 
practicable as between companies and, more important, as between individual 
policyholders, Such a tax could be either in the form of a flat tax on net inve 
ment income or, perhaps preferably, in the form of a tax at corporate rate 
a percentage of investment income which would produce an equivalent 
of tax. 

It seems to us that the question of policy which the Federal Government must 
bear its share of responsibility for deciding is how much, under all of the , 
cumstances surrounding the problem, the life-insurance industry should pay at 
the Federal level, having in mind that this industry has always been regarded 
as primarily a field for State regulation and State taxation. It must also be had 


in mind that, in effect, whatever tax is levied, or certainly a substantial part of 
it, will come out of the capital deposits made fo he purposes of thrift and 
family protection by the individual policyholders of the companies, for whom 
the companies now invest less than $1,000 apiece By superimposing on the 


other taxes on the industry a heavy Federal income tax, the Government could 
further seriously discourage the socially desirable instinct of thrift which leads 
men to try to protect their dependents through private life insurance 

There is one final word. This memorandum has heen written from the stand 
point of taxing mutual companies and their millions of policyholders These 
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companies have more than three-fourths of the assets, and presumably of the 
investment income of the business. They, therefore, present the principal por 
tion of the problem with which your subcommittee is dealing. The criterion here 
presented is, we submit, the sole criterion to be applied in taxing mutual com 
panies. It is also one criterion which may be applied in taxing stock compa 
nies, as indicated in alternative (8) of the industry’s proposal. If the sub- 
committee wishes to consider any other aspects of the problem from the stand- 
point of stock companies, we merely wish to say that we do not consider our- 
selves qualified to discuss this phase of the business in which we are not en 
gaged. We do point out, however, that the stock companies and the mutual com 
panies are in active competition with one another and that heretofore the two 
types of companies have been taxed on the same basis. Certainly this com 
pany, and we believe virtually every other mutual company, desires no competi 
tive advantage through taxation over its rivals. 


Tax calculations for 1953 comparable to table I (p. 149) in Mr. Haughton Bell's 
memorandum “Federal Income Tax on Life Insurance Companies” 


Gross investment income, life-insurance  in- 

dustry plead hak ett $2, 721, 000, 000 
Subtract 24.1 percent, percentage of reserves for 

annuities, interest settlement options, and divi 

dend deposits to reserves and deposit lia 

bilities 656, OOO, OOO 


Balance of gross-investment income 2, 065, 000, 000 
Subtract gross-investment income applicable to 
group life, industrial life, renewable term, 
and accident and health insurance, including 


group = 370, 000, 000 
Balance of gross income 1, 695, 000, 000 
Subtract proportionate amount of tax-free in 
terest 23, 000, 000 
Adjusted gross-investment income $1, 672, 000, 000 


Total expenses of industry (excluding Federal 

income taxes and State taxes—premium, in 

come, and franchise and insurance depart- 

ment licenses and fees) $2. 557, OOO, OOO 
Subtract actual expenses relating to annuities, 

interest settlement options, and dividend de 

posits 132, OOO, OOO 


salance of expenses bi 2, 425, 000, 000 
Subtract expenses applicable to group life, in- 
dustrial life, renewable term, and accident and 


health insurance, including group 7 983, 000, OOO 
Balance of expenses 1, 442, 000, 000 
Adjust for assumption that there is no growth in business 1, 000, 000, 000 
Net investment income—tax base___- 672, 000, 000 
Federal income tax at 16-percent rate 108, 000, 000 
(1) State premium, franchise, income, and license taxes at 1.6 
percent rate (State individual income-tax rate) 11, 000, 000 
or 
(2) State premium, franchise, income, and license taxes at 2.7 
percent rate (State corporate franchise tax rate) plus 
$7,500,000 for State supervisory expense 26, 000, 000 
Total State and Federal taxes (1) 119, 000, 000 
Total State and Federal taxes (2) 34, 000, 000 
Actual Federal income tax, 1953 i 156, 000, 000 
Actual State premium, franchise, income, and license taxes, 1953 166, 000, OOO 


rotal actual taxes, 19538 322, 000, 000 
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OBJECTIONS OF THE MutTUAL LIFE INSURANCE CoO. OF NI Y or} o ALI 
(1) OF FORMULA FOR THE FEDERAL INCOME TAXATI oO 
PANIES PROPOSED BY INDUSTRY COMMITTEER, JULY 20, 1954 


(By Haughton Bell, vice president and general counsel, the Mutual Life 
Insurance Co. of New York) 


The Mutual Life Insurance Co. of New York is the first American company to 
offer life insurance to the general public on a strictly mutual basis. It com- 
menced operations in 1848. It writes business in every State of the Union and 
the District of Columbia and Alaska. It has business in force of approximately 
$4.8 billion held by nearly 1 million policyholders, Its assets amount to approxi 
mately $2.3 billion, invested in mortgages, and in enterprises operated in every 
State of the Union. It sells primarily ordinary life business. It has traditional 
been a high premium company, for reasons of conservatism. In 1951 it reduced its 
gross premiums, but most of the business on its books is still high gross premium 
business. 

This company is opposed to a tax on life-insurance companies based on alterna 
tive (1) of the proposal submitted to the subcommittee of the Committee on 
Ways and Means by the joint committee on Federal income taxation of life 
insurance companies of American Life Convention, Life Insurance Association 
of America and Life Insurance Conference on July 20, 1954. This alternative 
would use as a tax base “25 percent of policyholders’ dividends, excluding divi- 
dends from group life insurance, group annuities and other than life business, 





plus 3.25 percent of reserves for other than life business, with a proportional 
deduction on account of tax-free interest and dividends received credit.” To this 


tax base there would be applied “general corporate rates.” 

The figure of 25 percent is said to reflect the part of the dividends to policy 
holders which represents investment income. 

This company is opposed to this alternative for the following principal reasons: 
1. It imposes a tax on mutual companies, depending on their level of gross pre- 
miums. This can be illustrated as follows. Let us assume that two companies 
calculate their premiums on the basis of the Commissioners’ Standard Ordinary 
table of mortality with interest at 24% percent. Company A adds an expense and 
contingency provision in its premiums at a comparatively low level, whereas com 
pany B, for the purpose of making its contracts safe under very adverse con- 
ditions, adds a higher expense and contingency provision in its premiums with the 
idea in mind that any overcharge will be paid back to the policyholdet 


{ ili 
dividends. Let us assume equally skillful and able management in both instances 
Assume also that the mortality, the rate of interest and the expenses in both 
cases are the same before the payment of any Federal income tax. Company 
A’s gross premiums rate is $35 per $1,000 of insurance and company B’s rate is 
$37. Let us assume that the distributable surplus in any year, before Federal 
income taxes, in company A is $55. In company B such distributable surplus 
would be $7. If taxes i nboth cases are levied under alternative (1), company A’s 
Federal income tax would, under this proposal, be 65 cents and company B's 
would be 91 cents, a difference in favor of the low premium company of 26 cents 
per thousand. 

Since the companies’ earned int@rest rates are identical and since their reserve 
bases are identical, if taxes in both cases are levied under alternative (8) the 
tax in both cases would be the same, but that would only be the case if alterna- 
tive (3) produced a higher tax than 91 cents. In all other cases company A 
would pay the lower tax. Therefore, alternative (1) is clearly discriminatory 
against those companies which adopt conservative practices by charging hicher 
gross premiums. The discrimination in favor of the low premium company il 
the cases illustrated amounts to as much as 26 cents per thousand of insurance, 
assuming that both companies were taxed on the basis of alternative (1). This 
is a substantial amount and it will be seen that the difference in tax is as much as 
40 percent. Such a discriminatory tax penalizes conservatism. It might strongly 
induce a management to adopt a premium scale which was lower than its best 
business judgment indicated was adequate. 

2. Alternative (1) will also tend to discourage distribution of dividends to 
policyholders. Suppose that in a given year a company has no margins from 
mortality and expenses but earns $100,000 of investment income which might 
be distributed to its policyholders. If it distributes this $100,000, it will pay 
a tax of $13,000 under alternative (1). If it holds it and uses it for reserve 
strengthening or adds it to surplus, it will pay a tax of $7,800 under alternative 
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(3). The existence of this alternative method of taxation may affect manage- 
ment decisions which should be made purely in the interest of policyholders and 
without regard to the impact of a tax law. It is difficult to see why a company 
should pay a higher tax on precisely the same earnings, depending on how it 
determines such a question of policy. 

Thus, alternative (1) may affect management decisions in two ways, either 
or both of which may be contrary to the best interests of the policyholders and 
neither of which has any true relation to taxable income. First, it may result 
in the adoption of a level of gross premiums which do not contain conservative 
margins for the benefit of the policyholders, and second, it may affect the com- 
pany’s policy in relation to the distribution of earnings to policyholders. 

8. It discriminates against mutual companies in relation to stock companies 
writing participating business. 

Stock companies are required to pay the greater of the tax resulting from 
the application of alternatives (1) or (2). Alternative (1), however, requires 
every distribution of earnings by a purely mutual company to enter into the 
tax base, whereas stock companies writing participating business pay only on 
a tax base of either dividends to stockholders or dividends to participating 
policyholders. This obviously discriminates against the purely mutual company. 
However, we do not advocate adding (1) and (2) together for stock companies, 
because we think that alternative (1) is wrong in principle in taxing distribu- 
tions to policyholders, whether by mutual companies or by stock companies, and 
particularly wrong in taxing them at corporate rates. This brings us to our 
fourth objection. 

4. We object to alternative (1), because we believe it is unconscionable to 
apply corporate rates to distributions to members of a mutual enterprise. This 
is entirely contrary to the principles of taxation applicable to mutual savings 
banks, savings and loan associations, and mutual investment funds and other 
investment companies meeting the requirements of “regulated investment com- 
panies.” 

To us it is unconscionable that men of smaller means, who can only engage 
in mass investment through such institutions as life insurance companies and 
savings banks, should have corporate rates interposed between them and invest- 
ment income distributed to them. Persons who can invest directly do not have 
such rates interposed. The 90 million policyholders for whom the life insur- 
ance companies invest are generally people of modest means. As a matter of 
fact, probably as many as 30 percent or more of them have incomes so low that 
they do not pay an income tax. The theory underlying alternative (1) seems 
to be that policyholders of mutual companies are in the same position as stock- 
holders of a corporate enterprise, which to us is wholly contrary to fact and 
to any sound principle of taxation. 

We, therefore, urge that alternative (1) should not be used as a tax base in 
any bill introduced in the House of Representatives. 

We believe that a sound basis for taxation of mutual life insurance companies 
exists. Our approach to the entire problem, prepared before alternative (1) 
was even heard of, and still in our judgment completely sound, is contained in 
a separate memorandum which we are now submitting to the subcommittee. 

This memorandum, we believe, supplies the answer to other questions which 
might well be raised in the future if one of the two alternative bases accepted 
for the tax on mutual companies is alternative (1) with its very narrow base 
of investment income distributed to policyholders as dividends, 


MEMORANDUM RE PROPOSAL To TAx ADDITIONS TO SuRPLUS oF Lire INSURANCE 
COMPANIES 


(By Haughton Bell, vice president and general counsel, the Mutual Lite Insurance 
Co. of New York) 

It has been suggested that the Federal income tax on life-insurance companies 
take the form of a tax, at corporate rates, on total income, i. e., gross income from 
premiums and investment, less (a) expenses, (b) all amounts paid to policy- 
holders under their policies whether at maturity, through policy dividends or 
otherwise, and (c) net increases in policy reserves. In effect this would be a 
tax, at corporate rates, on the annual increase in surplus. It is said that, to 
prevent injustices, this should be coupled with a 20-year carryback provision for 
losses 

Such a tax as applied to mutual life-insurance companies, which have approxi- 
mately two-thirds of the insurance and three-quarters of the assets of all life- 
insurance companies, would be contrary to basic and accepted tax principles, 
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would be highly inequitable in practice, and would, in my judgment, be an unw 
form of tax. If the Government is seeking substantial revenue, this form 
tax would be likely to be unsatisfactory at best Because it would be a ta 


on the consequence of a management decision, not relate to a weaith-creating 
process but to a matter in which other options, which would not result in tax, 
ure open to mahagement, elaborate regulations and enforcement ma inery 
would probably be required; and such regulations would in themselves tend to 
limit and restrict management discretion in matters relating to the safety and 
security of the enterpri f 








The inequity of this form of tax would not be « 
by the 20-year carryback provision, since it would be utterly impracticable 
distribute any refunds of taxes collected muny years earlier amor ! 

holders who had borne the original tax, or, more often, to seek out and distribute 
the refunds among the beneficiaries of policyholders long siace ce 








1, The nature of surplus and its present adequacy 
The surplus is the safety fund of a mutual life sul 
pany is required by law to maintain reserves for its on 
policy reserves are calculated according to minimum 
statute, of (a) assumed future mortality and (b) earni 








Ss, ar 
companies are permitted to, and frequently <do, establi rt 
reserves on more conservative bases than the statutor) re 
because the policies are long-term contracts, the reser ) de 
quate, when coupled with future premium payments, to provide xe 
in claim rates and interest rates which may be reasonably expect to l 
during the entire life of the policies Nevertheless, the policy reserves are not 


intended to provide for the extraordinary or unforeseen risks which may be 
encountered. Therefore, in addition, every company has a surplus, sometimes 
called a contingency reserve, or safety fund. No company is permitted to start 
or continue in business without a minimum surplus ee New York Insuranet 
Law, sec. 196), and prudent managements genera maintain surpluses con 
siderably in excess of this rather nominal minimum 

State laws require that the accumulation of surplus shall take priority over 


dividend distributions to policyholders. Thus section 216 of the New York 
Insurance Law, which governs the distribution of dividends, makes it mandatory, 
in the clearest and most unmistakable terms, that the directors shall, before 
deciding how much of the surplus earnings of a year may be distributed as 
dividends, set aside “from such surplus such sums as may be deemed 
advisable for the accumulation of a surplus not in excess of the m ium pre- 


scribed in the chapter.” It is only “the remainder of such earnings” which may 
be distributed as dividends, 


As indicated in this quotation, the law of New York and 10 other St 





11 being the States in which the companies holding ¢ han a j 

the assets of the industry are domiciled) limit the a mt of surpl expressed 
as a percentage of policy liabilities, which companies writing a for 
participating business may hold In most of these S s, the maximun 1 
percent. (See p.9 of memorandum of July 28, 1954, entitled “Federal J] 
Taxation of Life Insurance Companies.”) For the entire industry at the end 
of 1952, average surplus, including both special surp funds and the « t 


> ° ~ 


of stock life insurance companies, was only 7.2 percent of assets, or 7.7 percent 
of liabilities. 

The surplus limitation laws were an outgrowth of the so-called Armstrong 
Investigation in New York in 1905 and 1906. They express a policy of the 
States regulating the business against undue surplus accumulation, and il 
effectively prevent excessive accumulations 


The safety of the life insurance companies is a matter which is der cor 
review both by the industry and by State regulatory authorities In Dece er 
1951, the National Association of Insurance Commissioners adopted reso 
which were in turn given effect by regulations of the various Sta nsurance 


departments, requiring all companies to begin to set up mandatory security 
valuation reserves as additional margins of safety against asset losses. These 
regulations, still in process of refinement and development, cover va itior 
reserves for both bonds and stocks Ficures for 60 companies compile } ! 
staff of the committee on the valuation of securities, NAIC, showed a composite 
reserve, applicable to both bonds and stocks, on December 31, 1951 f 2.4 percent 
of the bond and stock portfolios. 

National Association of Insurance Commissioners for real estate mortgage 
loans comprising about 28 percent of the assets of the industry based on figures 





There are as yet no reserves required by the 
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us of August 31, 1954, for 49 companies representing SS percent of total assets 
of all United States companies) 

This more recent action of the National Association of Insurance Commis- 
sioners in commencing to require the companies to establish asset reserves in 
addition to the permissible surplus is rather striking evidence that, in thei 
judgment, in the light of experience gained since 1906, this additional protection 
for the soundness and solvency of the industry is required. The action taken 
was the outgrowth of long studies by the industry and regulatory authorities 
of the behavior of life-insurance company investment portfolios in periods of 
stress. This experience included the emergency measures taken by the insur- 
ance commissioners at the outbreak of World War I in 1914, during the unsettled 
markets of 1917 to 1921, inclusive, and during the depression of the 1930's in 
establishing so-called “convention values” at which securities were permitted to 
be carried in the annual statements of the companies when market values were 
lower. See discussion in the enclosed paper entitled “Asset Reserves of Life 
Insurance Companies,” pages 13-14, and 16-18. 

It, therefore, seems clear that the concern of the industry and the State 
regulatory authorities is at present with increasing the safety funds of the life- 
insurance industry rather than with further restricting or decreasing them. 
This concern, it may be repeated, is a result of long experience and very con- 
siderable study both by responsible managements and responsible public author 
ity. None of the conclusions reached or action taken was in any way colored by 
tax considerations of any sort. 


2. A tax on increase in surplus of a mutual life-insurance company would be 
contrary to basic and accepted tax principles 


Such a tax would be contrary in principle to the tax now imposed on mutual 
savings banks and mutual savings and loan associations. These, together with 
mutual life-insurance companies, are the principal types of institutions through 
which the savings of the great masses of people in this country are invested.’ 
Mutual savings banks and savings and loan associations are permitted to accumu- 
late, tax free, a surplus, or reserve for bad debts, in an amount deemed necessary 
to assure the safety and security of the deposits of savings which these institu- 
tions hold ; only excessive accumulations of surplus are taxed. There is certainly 
as great a public interest in protecting the solvency of life-insurance companies, 
and the safety and security of the premium deposits committed to their care, 
as there is in protecting the solvency of mutual savings banks and savings 
and loan associations, and it would be difficult indeed to see the slightest justifica- 
tion for treating mutual life-insurance companies differently—in effect, dis- 
criminating against them—in relation to the accumulation of funds deemed neces- 
sary to safeguard the solvency of the enterprise.’ 

A comparison of the provision now made in the tax law in relation to the 
safety fund for savings banks and that needed for life-insurance companies 
indicates that the safety fund of a mutual savings bank and a mutual savings 
and loan association (1) is accumulated entirely from investment income—none 
of it comes from the deposits of its members, (2) is required solely for invest- 
ment losses, and (3) is permitted, tax free, to the extent of 12 percent of deposit 
liabilities. The safety fund of a mutual life-insurance company, engaged in a 
much longer-term business than a mutual savings bank or a mutual savings and 
loan association, (1) is accumulated both from investment income and from 
premium deposits of its members and (2) is required not only for investment 
losses but also for mortality and morbidity losses. In view of the longer-term 
character of the busivess, of the fact that its safety fund is accumulated partly 
from the deposits of its members, and the further fact that its business involves 
additional sources of possible loss, it would seem reasonable that a mutual life- 
insurance company (3) should be permitted to accumulate, tax free, a larger 
safety fund than the 12 percent of liabilities permitted to mutual savings banks 


At the end of 1953, total assets of all life-insurance companies, savings and loan asso- 
iations, and mutual savings banks were as follows: Life insurance companies, $78.5 bil- 
ions: savings and loan associations, $26.7 billions: mutual savings banks, $25.8 billions 

lhe public interest in the safety of the institutions which are the repositories of the 
savings of the public at large is sufficient to explain the difference between the treatment 





etentions of income by mutual savings banks and mutual savings and loan associations 
n a limited safety fund and the treatment of all retentions of income by a farmers’ or 
fruit growers’ cooperatire 17] retentions bv a cooperative are in the nature of working 
capital; there is not the need for safeguarding investments in which the publie’s savings 
have been placed that there is where mutual savings banks or mutual savings and loat 


issnciations are concerned 
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and mutual savings and loan associations. When asset reserves are fully estab 
lished, they, plus the limited surplus permitted, will probably slightly exceed 
12 percent of liabilities, but not by a great deal, and it would seem of very 
doubtful wisdom to commence to impose a Federal tax on accumulations of a 
safety fund at a point below that which the States do not regard excessive, 
particularly in view of the very close attention they have paid to the subject 
and the steps currently being taken by the States in the direction of further 
safeguarding the financial soundness of the life-insurance industry. The total 
of the maximum safety funds now permitted by the States should serve as a 
criterion for the life-insurance industry ; and, despite the differences which would 
seem to justify a larger safety fund for the life-insurance companies, this total 
is remarkably close to that which mutual savings banks and savings and loan 
associations are now permitted to accumulate tax free. 


38. The argument advanced in support of a tar on increases in surplus is based 


on unsound premises 

The foregoing should dispose of the proposal to tax increases in surplus, since 
certainly no tax on accumulations of surplus (or surplus plus asset reserves) 
up to, at the very minimum, 12 percent of the liabilities of a mutual life-insurance 
company should be seriously considered ; and a tax on any increase above this 
amount would produce little, if any, revenue. 

Nevertheless, the argument in support of any tax on an increase in the surplus 
of a mutual company will be further examined as a matter of interest. 

The only wealth created in the operation of a mutual life-insurance company 
is through the production of investment income on the premium deposits re 
tained by the company and invested. The return from investment is, therefore, 
the sole item which should properly be taken into consideration in connection 
with any income tax on such a life-insurance company. All of the other moneys 
received by the Company come to it in the form of premium deposits of the mem 
bers. The members of a mutual company, taken in the aggregate, get back from 
the company exactly the number of dollars they put into it in the form of 
premium deposits, as diminished by the expenses of carrying on the business 
and as augmented by investment income. Leaving aside the investment income, 
they get back in the aggregate only the number of dollars they put in, as 
diminished by expenses. No continuing member gets back more dollars than he 
has paid in, save only such increase as may have been produced by investment 
income; only the beneficiaries of those who die get back any greater number of 
premium dollars than they paid in.” Members do not, individually, get back 
exactly the same number of dollars each has deposited, as in the case of a sav- 
ings bank, but they do get back the average amount, taking into account death 
and survival, or as Mr. Justice Brandeis put it* “the average amount (regarding 


the chances of life and death).” Temporarily, some of their premium deposits 
as well as some of the investment income, may be retained in the company as 


surplus required by prudent operation, but, even while retained, it is held only 
for the benefit of the members. There is no one other than the members who 
can have any beneficial interest in it. 

The proposal to place the tax on additions to surplus apparently concedes that 
there is no more justification for an income tax on the return of a premium 
deposit in any form—whether in payment of a claim or as a policy dividend 
than there is for an income tax on the return (withdrawal) of a bank deposit 
It is asserted, however, that the portion of premiums retained and placed in 
surplus never comes back to the policvholder who deposited it but goes into the 
building up of a permanent fund which will benefit future generations of poliey 
holders 

This thesis is contrary to the basic concept of mutual life insurance According 
to this concept, which is the guiding principle upon which the mutual life-insur 
ance business is conducted, each class of policyholders is charged in premiums 
an amount: (a) Calculated to pay all claims, (b) to pay the expense of opera 
tions, with some allowance for contingencies, (c) as this aggregate is reduced by 
the estimated investment income which the retained and invested premiums will 
produce, Of course, in a long-term business, where the premiums cannot be 
raised after the contracts have been issued, margins must be allowed some or 


>Some members holding policies which entitle them to benefit 
annuitants constitute minor exceptions 

Penn Mutual v. Lederer J 
“Federal Income Taxation of 
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ll of the three factors going into the makeup of the premium: (a) Mortality, 
(b) expense, and (c) interest earnings. Again, according to the underlying 
principle, as soon as it is apparent that these margins bave been realized, they 
are returned to the class as dividends. Temporarily, some of the apparent 
margins must be maintained as surplus, because it cannot be determined with 
certainty each year whether apparent margins will not be required by future 
adverse experience in this long-term business to pay claims, expenses, or con- 
tingencies, or to make up future interest deficiencies. State laws recognize this, 
and, as already indicated, make it mandatory that the safety and prudent man 
agement of the corporation as a whole shall receive the first consideration. Only 
after the responsible management of a company has decided how much it deems 
advisable to set aside in surplus, may it direct its attention to the distribution 
of dividends to policyholders. But, according to the spirit of mutuality and of 
the almost universally used contribution method of dividend distribution, the 
objective would be that, broadly speaking, and to the extent practicable, at the 
death of the last survivor of the class, everything which that class had contrib- 
uted, including both premium payments and investment income, which was not 
consumed by expense and its share of realized losses, would have been returned 
to it 

In practice, the situation, of course, is exceedingly complex and offers many 
difficulties with which all companies must cope. The study and analysis in rela- 
tion to dividend distribution are as intense and as careful as can be made con 
sistently with the costs involved. An excellent nontechnical diseussion of the 
theory and practice of dividend distribution appears in a chapter entitled ‘The 
Dividend Clause” (ch. XIII, p. 250) of a book entitled “The Life Insurance 
Policy Contract,” published in 1953 under the auspices of the American Society 
of Chartered Life Underwriters. This chapter was written by Walter Klem, 
senior vice president and actuary of the Equitable Life Assurance Society of the 
United States and now also president of the Society of Actuaries. He states 
and it is common knowledge in the industry—that the dividend calculations are 
carried to such a point that in a single company each year there are literally 
tens of thousands of different rates of dividend per $1,000 face amount of insur- 
ance in force in the effort made to treat each separate class of policyholders 
equitably, in accordance with the contribution of that class (id., p. 260, 261). 

The tracing of the contributions of various classes of policyholders may be- 
come exceedingly complex. A 6-company study which this company made not 
long ago showed that, from 1931 through 1940, the asset losses of the 6 companies 
were almost exactly equal to the total surplus funds of the 6 companies at the 
beginning of this period. These losses, however, included not only realized losses 
on sales, but losses through write-downs of assets still held, such write-downs 
being required by insurance department regulations. These write-downs were 
reversed by recoveries during the 1940's. Meantime, classes of policyholders may 
have passed entirely out of existence at some time before the cycle was com- 
pleted. They may have been charged with losses not actually realized. 

But, on the other hand, these very classes may actually have been overpaid 
1 earlier distributions of investment income. Interest rates, save on so- 
called “riskless” investments, such as Government bonds, provide some element 
of compensation for the risk of investment losses. It would, therefore, seem 
proper not to pay out all of the investment income to policyholders, but to set 

me aside in asset reserves (nonexistent at that time) or surplus, or both, to 
offset the losses which are the almost inevitable accompaniment of every in- 
vestment operation. This is particularly true of the investments of life-insur- 
ance companies, where statutes intended to safeguard the policyholders almost 
necessarily insure that purchases will be made at, or close to, the face amount 
of the debt obligations to which life-insurance investments are, for the most 
part, restricted. There is little chance of capital appreciation, save only during 
periods of falling interest rates, but there is no limit on the downward side to 
eheck the losses which may oceur, and which do occur to some extent, even in 
diversified portfolios of high grade securities. The six-company study referred 
to above shows that losses exceeded gains during most of the period from 1907 
to 1952, save only during the declining interest period of the 1940's. Considera- 
tions such as this would seem to indicate that if all investment earnings are 
paid out as policy dividends, the policyholders receiving them will be overpaid, 
and those who are policyholders during a panic or depression, when losses mount, 
may have to bear an undue burden. It would seem most unwise to make the 
building up of surplus to meet losses, which experience has shown are at times 
inevitable, the criterion of liability for income tax. 
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The premise that this situation can be cured by a 20-year carryback provision 


is completely unsound and unrealistic. It would be utterly impractical to at 
tempt to trace the policyholders and the beneficiaries of policyholders who were 
equitably entitled to receive the relatively small individual amounts involved in 
the distribution of such refunds. Not only would the tracing of many of the 


policyholders and their beneficiaries be impossible, but even the cost 


the voluminous records which would be needed and going through the 
distribution process would be prohibitive. 

Because of the very complex nature of insurance companies, with separate 
classes of members for different plans of insurance (ordinary life, limited 
payment life, endowments, etc.), for different ages at issue, for different years 
of issue, for different policy provisions (double indemnity, waiver of premiun 
disability income, various types of supplementary contract provisions), for dif 


of keeping 


» expensive 


ferent types of contracts (insurance, retirement income, annuity, accident, and 


al 


sickness insurance), and because of various factors, such as depression or other 
losses or other deficiencies, which may cause drafts on surplus or the use of 
vains from some sources—-e, ¢., mortality—to strengthen reserves due to actua 
or potential deficiencies from other sources—e. g., interest °—insurance com- 


panies are more and more developing and employing what are sometimes called 
“fund” or “asset-share” calculations to serve as a guide in the distribution of divi 
dends. A sample of these is attached as exhibit A. Necessarily, they are based 
to some extent on estimates, such as estimates of functional cost and estimates 
of costs of particular clauses, such as those relating to supplementary contracts, 
which in turn involve estimates of the number of contracts that ill be issued 
from a group of insurance policies and the mortality tables and interest assum] 

tions applicable during the lives of the beneficiaries of the policies. Increasingly 
these calculations are becoming the whole basis of dividend distribution. 

The surplus of a mutual life-insurance company may be regarded as a fund 
gradually built up by each successive generation of policyholders, and then, as 
the contributions of succeeding generations begin to come in, gradually taken 
down by the older classes. This is illustrated by the situation which exists 
in relation to new business. As pointed out in the foregoing memorandum en 
titled “Federal Income Tax on Life Insurance Companies,” pages 18, 32, and 52, 
the expenses relating to a policy are very high in the first year. Therefore, when 
a new policy is written, there is generally a “borrowing” from surplus of the 
amount needed to provide for these expenses and the initial reserve on the policy 
This “borrowing” is returned to surplus by the later premium payments (and pos 
sibly some investment income), generally over the first 10 or 15 years the new 
policy is in force. This restores surplus created by the “old” policyholders 
After the “borrowing” has been repaid, the new policy’s premiums and investment 
income go in part toward building up surplus which can be “borrowed” by a later 
generation of policyholders. The amount restored to surplus by the return o 
the original “borrowing” is then freed for distribution to the “old” policyholders 
as dividends. In each class of policyholders, generally speaking, dividends in 
crease in amount with duration. This process is clear evidence that surplus 
has the aspect of a revolving fund, with each generation of policyholders tendil 
to provide its own surplus. 

Moreover, if a company maintains a relatively stable surplus in relation to it 
assets and if the company is not growing rapidly, the surplus almost neces 
sarily tends to be a revolving fund—each generation of policyholders tends 
receive back from the company the surplus which that generation contributed 
Each succeeding generation restores the surplus withdrawn by the earlier 
after repaying the “borrowing” which occurred when its own new policies were 
issued. 

In the case of more rapidly growing companies, or companies with an unstable 
surplus, it is less easy to demonstrate what happens. Certainly all are required 
to adhere generally, and try to adhere generally, even though sometimes neces 
sarily imperfectly, to the contribution theory. 

In the case of a mutual company diminishing in size and volume of obligations, 
the needed surplus would normally fall, keeping reasonable pace with the re- 
duction of policy obligations, and the amounts of surplus realized would neces- 
sarily be paid or credited to the current members. Incidentally, under the pro 
posal for basing the tax on increase in surplus, there would be no tax whatever 





5 See discussion in Klem’s chapter on The Dividend Clause, referred to above, p. 11. 
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payable by a company with a decreasing surplus, even though its net investment 
income less all expenses was substantial. This is simply a further indication 
of the unsoundness of the proposal. Would such a company be expected to receive 
a tax refund from the Government? If so, to What past members would it be 
passed on? 

At this point, we may perhaps be pardoned for wondering why any inquiry at 
at all as to whether contributions to the safety fund of a mutual life-insurance 
company are returned to the members who originally contributed them, is in any 
Way pertinent to their taxaibility. Additions to the funds mutual savings banks 
require for the safety of their members are not taxed. Yet it is contrary even 
to the theory on which mutual savings banks are operated that contributions 
to their safety funds—all accumulated out of wealth-creating investment in 
come—should be returned to the members from whom these contributions were 
withheld. Every depositor, new or old, in a mutual savings bank receives ex 
actly the same number of cents per dollar of deposit upon each and every dis- 
tribution of earnings by his bank. In contrast, mutual life-insurance com 
panies operate on the basic principle of distributing dividends among members 
in accordance with their contributions, and make truly prodigious efforts to 
carry out this principle in practice. Under the circumstances, there does not 
seem to be any logical or even rational basis for the present proposal. 


,. The tax produced by this proposal would probably be unsatisfactory to the 
Government and would be likely to be a source of constant dispute between 
the Government and the industry 

As already pointed out, States where a majority of the industry, from the 
standpoint of assets, is domiciled, prohibit an undue accumulation of surplus 
hy mutual companies, and there has been no undue accumulation in the entire 
industry. 

Actual surplus as a percentage of liabilities over the past 27 years has generally 
reflected the economic conditions under which the industry was operating, but 
the fluctuation in surplus as a percentage of liabilities has been remarkably) 
small. In a period of bad times, the percentage has slowly but steadily de 
clined. With the return of prosperous conditions, the percentage has slowly 
hut continuously improved. This is shown on the following page. 


irithmetic average of surplus ratios of 19 life-insurance companies 


Surplus as a Surplus as a 
percent of percent of 
liabilities liabilities 

1927 Ba lc mtntositin tare oe 4.48 
1928 eR | | 4.62 
1929 euiedsiniindimnsanenie  2o 1 Bel iinddeceneenmwe ae 1.96 
LOSO0 es si caesar aie 5. 24 
1931 i anata oo esac ted exerts 5. 65 
) -- 6.19) 1946 bk ira : 5. 85 
-. §.03)| 1947 zi 7 - : 5. 58 

ites 2 ET a II ainsi ices sleet ncinn oncom a 5. 6S 

saa <a TI ace hac onc ed 6. 08 

5. 3¢ 1950 7 coe q 6. 29 

iicosiniteceemnate: IES ai soncinstine cig aicoud : 6. 27 

ee | iy: | eee tate ae 6.38 

hbase A EE hele cree aie! 6. 51 
4. 56 





This was the trend when no tax considerations were involved. One of the 
basic objections to the proposed tax is that it is a tax on the consequence of 
management decision. This decision has nothing to do with the creation of 


Ratio of surplus to liabilities (excluding policyholders’ dividends set aside for distribu 
tion and mandatory security valuation reserve) for Bankers (Iowa), Berkshire, Connecticut 
Mutual, Equitable (New York), Fidelity, Guardian, Home (New -York), Massachusetts 
Mutual, Mutual Benefit, Mutual Life (New York), National (Vermont), New England, New 
York Life, Northwestern Mutual, Penn, Phoenix, Provident, State Mutual, Union Central 
here have been minor differences over the years in the calculation of this ratio, because 
of changes in the annual statement. 

rhe ratio for these companies happens to be one which has been maintained for years 
by the Provident Mutual Life Insurance Co. The companies selected were deemed to be 
representative mutual companies not writing industrial business. It is used here with the 
permission of the Provident Mutual 
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wealth, and the entire basis for the tax is artific One of the difficulties bound 
to be encountered is that management has a variety of options open to it in 
arriving at its decision. Since only one of these wv ead to a ta here 
certainly be a temptation to choose an option which will not result in a ta 
on the other hand, such a choice might be thoroughly legitimate 


One option is to yield to the ever-present pressures of competition and the 
agency force and distribute additional policy dividends, and thus be less co 
servative in maintaining a strong financial conditior But there are also other 
options which do not involve a sacrifice offinancial strength. These are through 
strengthening policy reserves and, quite probably, through strengthening asset 
reserves. As yet, rigid conformity to a single set of standards applicable ti 
the entire industry is required, but it may be hoped, for reasons wholly unrelates 
to taxation, that this rigidity will be removed and individual managements per- 
mitted to exercise a certain amount of discretion. See discussion in the enclosed 
pamphlet on “asset reserves,” pages 34-40. There is now, quite properly, ver 
considerable latitude allowed by the States in the extent to which policy reset 


may be built up beyond the minimum required by statute Particularly in : 
long-term business such as life insurance and in view of the absolute limitations 
that exist upon the accumulation of a free surplu t would see vise 
encourage, rather than restrict or penalize by taxation, the exercise of discre 
tion by prudent management in establishing reserve bases to meet future clai 
experience and the level of future interest rates. These are areas in which 


there may be wide, legitimate differences of opinion 
Another option which management would often have would be to absorb wh 


would otherwise be an increase in surplus by investing in new business \s 
already pointed out, new business requires a “borrowing” from surplus, and 
therefore, a means by which a tax on an increase in surplus could be reduced 
or escaped. Faced with a choice of paying over half (under present corporate 


tax rates) of an increase in surplus to the Government or using it in additiona 
sales effort and putting up reserves for new business, the inclination to do the 
latter would be very strong. 

It is therefore virtually certain that if this proposal were adopted, fairly 
elaborate regulatory machinery would have to be established to prevent, on the 
one hand, the stifling of legitimate management discretion and, on the other 
hand, tax avoidance. When this general principle of taxation was employe 
before 1921, it led to constant disputes between the Government and the industry 
and was so unsatisfactory that it was abandoned. It is easy to see that it would 
be productive of much further trouble and dispute if it should be readopted 

One extremely disturbing aspect of this proposal, as it was put forth in 1952 
was that, under the heading “Transitional Problems,’ it was indicated that 
companies with relatively larger surplus than others would have some of the 
dividend distributions disallowed over a period of 10 years. This is to be cor 
demned in the strongest possible terms. It would upset the competitive positior 
of companies; it would constitute an indirect attempt at retroactive taxation 
and it would place a penalty on the current policyholders of companies for the 
past prudence of their managements. These policyholders, having had part of 
the premium deposits and investment earnings which might have been distril 
uted to them temporarily withheld to make the financial position of their co 
panies strong, would have over half (at present corporate tax rates) of the retur: 
which their companies now sought to make to them taken by the Government in 
taxes." This is a strange concept: to say the least, questionable under the 16th 
Amendment. Widespread and most vigorous protests from policyholders, agents, 
and companies could be expected. 

If the other “transitional problem” mentioned in the 1952 memorandum, the 
differences in reserve bases with which companies would enter the new tax era 
is thought to be capable of “solution” along any similar lines, the same comment 
is applicable. 

All of this shows the morass into which this thoroughly artificial and unsound 
proposal leads. 





® Memorandum entitled “Taxation of Life Insurance Companies December 1952, issue 
by the Committee on Ways and Means, or its staff 

7It would be like putting a tax on the oil for the lamps of the wise virgins and 
the foolish virgins have theirs tax free 
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CONCLUSION 


This proposal should not be adopted, because (1) it is contrary to basic and 
accepted tax principles and would tend, in its practical operation, to render less 
secure the financial condition of institutions in whose soundness there is a great 
publie interest; (2) it rests on unsound premises; and (3) it would probably 
be unsatisfactory to the Government at best, and, since it places a tax on the 
consequence of management decision unrelated to any wealth-creating process, 
it would almost certainly lead to continuous dispute and controversy. The 
“transitional problems” to which it refers are not only insuperable but em- 
phasize its artificiality. 

As already shown, and as discussed at length in the foregoing memorandum 
entitled “Federal Tax on Life Insurance Companies,” the sole source from 
which wealth is created in the operation of a mutual life-insurance company 
is in the return from investments. This, therefore, is the sole factor which 
should enter into the base for the tax—as fully discussed in that memorandum. 


Exnisit A 
MEMORANDUM ILLUSTRATING “FUND” or “ASSET-SHARE” CALCULATIONS 


Illustration of “fund” 

The attached schedule A is an illustration of the calculation of “funds” or 
“asset shares” over the life of a group of policies. They relate in this example 
to the survivors of the assumed purchasers of $1 million of 10-year endowment 
insurance at age 40. The 10-year endowment plan is selected so as to make 
possible the presentation of complete figures in a compact space. Age 40 at 
issue is a representative age. The funds in the hands of the insurance com- 
pany at any duration, as explained in the next few paragraphs, are equal to 
accumulated income less accumulated outgo and represent the share of the com- 
pany’s assets attributable to this group. Comparison with the corresponding 
company liabilities (reserves) will give a measure of the company’s contingency 
reserves or surplus arising from such a group of policies. 

Schedule A is divided into three parts: 

I. This follows the progress of an originally assumed $1 million face amount 
of insurance as it is diminished each year by death and by surrender until a 
balance of $612,000 matures at the end of 10 years. 

II. This shows the computed income and outgo. The income consists of the 
sum of column (2), “Premiums at the rate of $110.57 per $1,000 on remaining 
insurance in force,’ and column (3), “Interest earned at an assumed rate of 
3.14 percent (our 1953 net rate after Federal income tax) on accumulated funds 
plus premiums (cols. (1) and (2)). Outgo consists of the sum of column (4), 
“Expenses”; column (5), “Death benefits”; column (6), “Cash values paid’; 
and column (7), “Dividends paid to policyholders.” 

The sum of the fund at the beginning of the year and of the income of the 
year less the outgo of the year builds up the fund at the beginning of the next 
year, i. e., column (1) of the succeeding line. 

III. This compares the fund accumulated by a company from these policies 
with the reserves or liability established by the company. The difference if 
positive is accumulated surplus. If negative, it is an accumulated borrowing 
from surplus or deficit. In this case, it will be seen that there is a deficit until 
the end of the eighth year and that thereafter a small surplus is accumulated. 
At maturity, this amounts on our assumptions for this particular group of 
policies to $4,000. 


Disposition of contributions to surplus by policyholders 


It will be seen from the above example that all policies do not contribute 


toward the surplus of a company in every year. The normal situation is for 
the company to make a withdrawal from its surplus in the first policy year to 
cover excess initial expenses and gradually to recover this withdrawal in suc- 
ceeding years. After a while, each class of policies is expected to enter the 
black and to contribute to surplus, thus assisting in the financing of other poli- 
cies, in providing margins against unfavorable fluctuations in experience, in 
covering capital losses on investment, losses on nonparticipating lines of busi- 
ness, such as annuities, and the necessary reserve strengthening where long 
term assumptions as to mortality, disability. interest, ete., may turn out to 
require revision. 
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After such additional surplus requirements for the year have been satisfied, 
the bulk of surplus is distributed in the form of annual dividends or of termina- 
tion dividends. Annual dividends normally increase with duration. At the 
longer durations, the dividends may include a portion of accumulated surplus 
in addition to current earnings. Termination dividends which are now allowed 
by a half dozen or more of the leading companies also represent a distribution 
of accumulated surplus at surrender or occasionally at death, in cases where 
the amounts in the company’s hands are regarded as more than adequate to 
meet the special contingencies against which surplus is held. 


Can surplus contributions be divided between a part held for and returned to 
the policyholder and a part retained by the company? 


As I understand it, some persons have the impression that even in a mutual 
life-insurance company a charge is effectively made against the policyholder 
for the benefit of the company or for profit rather than as a withholding to 
allow for fluctuations in experience. If I understand these views correctly, 
they are that to some extent a parallel exists with the operations of a stock 
company where earnings are divided between stockholders and policyholders 
with the functions exercised by capital stock replaced by the mutual company’s 
surplus in whole or in part 

Against this view, the obvious point may be made that in the event of liquida 
tion, any balance of surplus must perforce be distributed among the ultimate 
group of policyholders. Furthermore, amounts added to surplus are never 
buried in an untouchable fund. On the contrary, they are regarded as necessary 
for extreme emergency such as war or financial depression 

The attached schedule B shows the total surplus and special surplus reserves 
of 17 major mutual life-insurance companies at the end of 1952 and 1953, and 
their increase in the year 1953, the best year in history for most of these 
companies and one in which dividend distribution probably lagged well behin¢ 
the experience. Even so, the increase in surplus funds for these companies 
averaged only 0.42 percent of total assets at December 31, 1953, and the surplus 
funds expressed as a percent of assets increased only from 6.20 percent to 6.26 
percent. In more normal times, this ratio would probably tend to be fixed at 
about this level or a slightly lower one 

M. MoNSKY Associate Actuary 


SCHEDULE A 


Illustration of fund calculations—Age 40 at issue, 10-year endowment plan, 
$1,000,000 of insurance assumed issued at this plan and age 


I. PROGRESS OF INSURANCE IN FORCI 








Insurance De 7 Face Cash Insurance stil 
Beginning of year in force Amour values force at y ar end 

col. (1)—col 

2 01 3 

qd (2 (3 4 
1 $1, 000, 000 $1, 000 $100, 000 $6, OO $899, OOK 
2 899, 000 2, 000 54. 000 &. OO R43. OOL 
3 843, 000 2, 000 2. OO 10. 000 799. OO 
4 , 000 2. 000 35. 000 12. 000 762. OOK 
5 762, 000 2. 000 30, 000 3 000 730. OOM 
6 730, 000 3, 000 26. 000 4 000 701, OOF 
7 701, 000 3, 000 22, 000 14. 000 676. OOF 
bs 676, 000 3, 000 20. 000 15. OO 653. OOK 
9 » 653, 000 3, 000 18, 000 16, 000 632. 
10 632, 000 4 000 16, 000 16. OOF f 


| Matures 


A 
~~ 


66 O—55 14 


an 








198 TAXATION OF LIFE INSURANCE COMPANIES 


Il. PROGRESS OF FUNDS 


Expenses 


Funds end Premium Interest (comm s- Death Cash val Dividends 
of previous tnenten ineome sions, benefits ues outgo outeo 
Beginning of year year . taxes, etc outgo . . 
outgo 
a (2 (3 4 (5 6 7 
0 $111, 000 $3, 000 $50, 000 $1, 000 $6, 000 0 
2 $57, 000 99, 000 5, 000 15, 000 2, 000 8, 000 $10, 000 
3 126, 000 93, 000 7, 000 7, 000 2. 000 10, 000 10, 000 
4 197, 000 88, 000 9, 000 6, 000 2, 000 12, 000 10, 000 
264, 000 84, 000 11, 000 7, 000 2, 000 13, 000 10, 000 
6 327, 000 81, 000 13, 000 5, 000 3, 000 14, 000 10, 000 
7 389, 000 78, 000 15, 000 5, 000 3, 000 14, 000 11, 000 
- 449, 000 75, 000 17, 000 4, 000 3, 000 15, 000 11, 000 
) 508, 000 72, 000 19, 000 4, 000 3, 000 16, 000 11, 000 
565, 000 70, 000 20, 000 5, 000 4, 000 16, 000 14, 000 


11 616, 000 
At maturity 


III. PROGRESS OF SURPLUS FUNDS OR CONTINGENCY RESERVE 


serves 0 D nce . . serves ( Difference 
End of Funds Reser ve n , ifference End of Funds Re serves on _D flerence 
eave surviving | = surplus (+ a tan shai surviving |= surplus (+ 

— —— business | or deficit (—) business | or deficit 


$57, 000 $79, 000 $22,000 || 6 $389, 000 $396, 000 -$7, 000 
126, 000 151, 000 —25,000 || 7 449, 000 452, 000 3, 000 
197, 000 217, 000 20, 000 7 508, 000 507, 000 1. 000 
1 264, 000 280, 000 16,000 || 9 565, 000 560, 000 5, 000 
327, 000 339, 000 -~12, 000 10 616, 000 612, 000 4, 000 


SCHEDULE B 


Surplus of 17 large mutual life insurance companies 
[Figures in millions] 


Surplus and special reserves 





Company pone oe 
At Dec. 31, At Dec. 31, Increase in o F 
1952 1953 1953 
Connecticut Mutual $66. 2 $71.9 $5.7 $1, 012.6 
Equitable 395. 2 421.4 26. 2 7, 044. 7 
John Hancock 310.4 337.7 27.3 3, 852. 7 
Massachusetts Mutual 91.3 96. 5 5. 2 l 
Metropolitan 664. 7 715. 4 50.7 12, 311.9 
Mutual Life 198. 5 204. 4 5.9 2, 327.0 
Mutual Benefit 48. 1 51.3 3.2 1, 489. 0 
National, Vermont 28.7 30. 2 1! 551.8 | 
New England 94.5 102. 0 7.5 1, 446.9 
New York Life 382. 0 418.5 36.5 5, 536. 8 
Northwestern Mutual 188. 6 200. 1 11.5 3, 069. 7 
Penn 75.3 79. 2 3.9 1, 457.8 
Phoenix 37.7 40.8 3.1 641 
Provident 45.0 45.9 0.9 718. 6 
Prudential 543. 7 582.9 39. 2 10, 944. 5 
State 25. 3 23. 1 2.8 480. 2 
nion Central 32. 2 33. 5 1.3 695. 7 
Totals 3, 227.4 3, 459. 8 232.4 55, 237. 3 


NORMAL RELATIONSHIP BETWEEN FEDERAL INCOME TAX AND STATE PREMIUM TAXES 


Federal income tax as a percent of State premium taxes, 1924-52, follow 
hese are derived from page 61 of your Federal income-tax memo 





Percent Percent Percent 
1924 . 83] 1934 ‘ 5 4| 1944 ie 45 
1925 suse On 2066 ee 1 | 1945 . 80 
1926 : 36 | 1936 1| 1946_ 25 
1927 35 | 1937 : 1} 1947 : 1 
1928 30 | 1938 1 | 1948- 2 
1929 ia 26 | 1939 1} 1949 : ten e S 
1930 se iid 26 | 1940 1 | 1950 5Y 
1931 ome Be 2G 2] 1951 95 
1932 wie 20 | 1942 pb 41} 1952 : a 
1933 satninsipoiinaiiaceg: | oe 


Using the periods 1924-82 and 1942-46 as indicators of a normal relationship, 
we get an average percentage of 32 percent for the 14 years. Thus why not 
assume a 1—to-3 ratio to be normal? Adding a year or two to these periods (like 
1949 and 1950) does not change this significantly 
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INTRODUCTION 


and whether it should not be addressed rather to the Financial 
Section or to the meeting of comptrollers held last week in 
Boston. 


Y= may wonder what a subject like this has to do with lawyers 


Asset reserves, of course, are a phase of the broader subject of 
the valuation of assets, and they are the answer which is now being 
presented to the problem of stabilizing the values at which the assets 
are carried. It is a subject on which there has been a good deal of 
discussion in the past two or three years and there are still a consider- 
able number of points involved which could hardly be described as 
dead issues. It involves such things as the statutes relating to asset 
valuation, to limitations on surplus and to dividends on participating 
policies. In these respects the subject is one which concerns us as 
lawyers, although it also concerns, of course, those responsible for 
investment and dividend policies and accounting practices of the 
companies. 


If the title still smacks too much of the economist, I can only 
say that as I have worked on it I have had rather continuously in mind 
what a distinguished Briton said of economists as a class: 


“They toil more diligently, and yet more blindly, toward 
the light (or toward the dark) than the exponents of any 
other branch of human knowledge.” 
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I can assure you as to the toil that has gone into this paper. 
I can also vouch for the darkness in which I have groped. Hope springs 
eternal, so I hope I have worked toward the light, but even now that 
I am through with it, I am by no means sure of the direction, and I 
shall have to leave that to you to judge. 


In order to put the subject matter into proper perspective, the 
paper starts with a consideration of the factors which determine the 
financial condition of life insurance companies and the characteristics 
of the business which should affect the method adopted in valuing 
their assets. There is then a brief review of the history of the 
valuation of assets, particularly of securities, from 1906, when the 
Armstrong Report was submitted, through 1950. The recommendations 
of the industry and the action of the National Association of Insurance 
Commissioners in 1951 initiating the securities reserve, and the 
supplemental action last June, are then briefly discussed. This is 
followed by a discussion of some of the very important problems that 
still remain to be decided in relation to the securities reserve, and 
finally by a discussion of reserves for mortgage loans and for stocks. 


One thing I want to make very clear is that in this paper, al- 
though most of the ideas are far from original but are collected from 
many sources, I am speaking solely as an individual and that I am not 
speaking either for The Mutual of New York or for the industry, 
or least of all, for the Joint Committee of the two industry associations 
on the Valuation of Assets, of which I am not a member but some of 
whose meetings I have been privileged to attend. 


FACTORS ON WHICH FINANCIAL CONDITION 
OF COMPANIES DEPENDS 


As a general and abstract proposition, the financial condition 
of any corporation is fluid, but at any given time it depends on the 
relationship between the value of its assets and the value of its 
liabilities. In the abstract, this is a truism, but, applied to any con- 
crete situation, a great number of facts relating to the particular en- 
terprise have to be taken into consideration. The nature of the assets 
and liabilities are the most important, as well as the contractual 
commitments the company has and any characteristics of the business 
which bear on the value of its assets and liabilities and the performance 
of its existing commitments. 


I suppose it would be generally agreed that, in the case of a 
life insurance company, the financial condition at any given time can 
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be determined, in the main, by 4 factors: (1) the value of the com- 
pany’s assets, (2) the value of the company’s liabilities, (3) the 
rate at which premiums can be charged under outstanding contracts* 
and (4) the amount of surplus. All of these must be viewed in the 
light of trends in claim experience, expenses and investment income. 


Life insurance is a regulated industry, and statutes prescribe 
the minimum bases upon which policy reserves may be set up, and thus 
indirectly establish minima for premium rates, but, subject to these 
minima, company managements have wide discretion in the establish- 
ment of both policy reserves and premium rates. Statutes, however, as 
now interpreted by the regulatory authorities, give management vir- 
tually no discretion as to the valuation of assets and for a large part of 
the business give only limited discretion as .. . amount of surplus 
which may be accumulated. 


Since this paper deals with the valuation of assets, I shall only 
very briefly refer to the other significant items which determine the 
financial condition of a life insurance company. 


Long-Term Character and Stability of Life Insurance Business 


With such exceptions as yearly renewable term insurance, group 
insurance and cancellable accident and sickness insurance, none of 
which bulk too large in the over-all picture of a company’s financial 
condition, a life insurance company’s business involves the issuance 
of long-term contracts covering life insurance and annuities, and its 
liabilities consist of its obligations under these contracts. The nature 
of these contracts, the purposes for which they are taken out and 
practical experience alike show not only that the company’s obliga- 


1. Factors (2) and (3), the value of liabilities and premium rates, are, of course, 
closely related. The value of liabilities involves the basis on which a reserve (i.e. 
a liability reserve, not an asset reserve) has been established from past premium 
payments. A company’s ability to meet its obligations depends, however, both upon 
the amount of the reserves which have already been established to meet them and 
the amount which the company can collect in the future as reflected in the pre- 
mium rates on its outstanding contracts. These premium rates have been calculated 
to provide for continuing reserve accumulation on the basis contemplated when 
the policies were issued. Because of reserve strengthening, however, the premium 
rates fixed in the outstanding contracts may not have contemplated the accumula- 
tion of reserves in the future on the same basis as that on which the reserves al- 
ready held have been calculated, although the gross premium rates may well be 
sufficient to permit an even more rapid accumulation in the future should this 
become advisable. In determining the true financial condition of a company, there- 
fore, both the basis on which existing reserves have been established and the rate 
at which premiums can be charged in the future on outstanding policies must be 
taken into account. 
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tion to pay will generally be long deferred, sometimes extremely long 
deferred, but also that the incidence of the liabilities created by them 
depends predominantly on long-term trends. This is true as to mor- 
tality and, save in exceptional periods of panic or depression, as to 
surrenders for cash, calls for policy loans, and also as to withdrawals 
of funds held under supplementary contracts. There is a tendency 
for long-term trends to show themselves even in subsidiary lines of 
business, such as accident and sickness, and long-term mortality 
trends affect the incidence of claims not only on long-term insurance 
and annuity contracts, but on term and group policies as well. The 
absence of violent fluctuations in the flow of claims upon the com- 
panies is indicated by the fact that in the past 50 years there have 
been only two periods of abnormal demands, the “flu” epidemic of 
1918 and 1919 and the wave of policy loans and surrenders which 
occurred during the early years of the Depression. Expenses also 


tend to follow broad trends rather than fluctuating widely from year 
to year. 


Funds come into the companies on their long-term contracts with, 
if anything, even greater regularity. Funds coming in from amorti- 
zation payments and maturities of investments are predictable (barring 
defaults), if not entirely regular. While funds from redemptions are 
not predictable, they simply accelerate inflow. Though there are 
periods when investment income is somewhat depressed, it also generally 
follows a predictable pattern. Moreover, even in the two periods of 
abnormal demands just mentioned, the inflow of funds was more than 
sufficient in the aggregate, though not necessarily in some companies, 
to offset and more than offset the outgo. Thus, although from 1930 
through 1932 withdrawals through policy loans and surrenders aggre- 
gated $3.5 billions, the inflow left the companies with money to invest.” 
In 1933, one of the worst years, the cash inflow to 45 companies repre- 
senting 85% of the assets of all life companies was nearly three 
billion dollars, which was approximately double the cash disbursements 
in that year.’ Although the flow of funds into or out of the business 
may tend to increase, as has been true over a long period of years be 


2. O'Leary, Life Insurance Holdings, [December, 1952] Banking 48. 

3. Bapcer, SHERWIN C., chapter on The Valuation of Assets, in INVESTMENT OF 
Lure InsurANcE Funps, University of Pennsylvania Press, 213 at 222 (1953). See 
also Report of Joint Committee on Valuation of Assets of American Life Conven- 
tion (ALC) and Life Insurance Association of America (LIAA), ALC-LIAA Invest- 
ment Bulletin #92 (April 16, 1951), Charts I-IV inclusive, Part I. The report was 
attached to letter dated April 10, 1951 from Chairman of that Committee to Chair- 
man of Committee on Valuation of Securities of National Association of Insurance 
Commissioners (NAIC). 
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cause of the historic growth of the business, or to decrease, these 
changes are gradual. 


It is therefore fair to say that from a financial standpoint 
probably the outstanding characteristics of life insurance companies 
as a class are the long-term nature of the business and the regularity 
and evenness of the flow of funds into and out of the companies 


Assets are Generally Held as Long-Term Investments 


The assets of the companies also possess certain elements of 
stability, and investment practices give recognition to the long-term 
character of the business. Thus, by law, the companies are generally 
required to invest their funds, that is, to purchase their investments 
with a view to indefinite holding, as distinguished from purchasing 
them for resale, particularly if this be as a part of a process of dis 
tribution. In practice, although sales are made from time to time 
for various reasons, life insurance companies are traditionally long 
term holders of their investments for the income they produce. Since 
the Armstrong Investigation, moreover, the companies have, by legis 
lative requirements in many States and by custom even where not 
required by law, invested by far the greatest part of their funds only 
in debt obligations, and generally in debt obligations which are ade 
quately secured or in obligations whose stability is attested by a 
record of earnings of the corporate issuer. As the supply of these 
which yield what is generally regarded as a satisfactory rate of return 
has grown less rapidly than the demands of life insurance companies 
and other institutions seeking the same type of investment,® there 
have been some exceptions made to these investment limitations, but it 
is still true that over 90% of the assets of the business are invested in 


4. State of New York, Testimony, Exhibits and Report of Legislative Insurance 
Investigating Committee (1905) 

5. From the beginning of 1928 to the beginning of 1953, net long-term private 
debt in the U.S. has grown from $81.5 billions to an estimated $153.8 billions 
During the same period, the assets of life insurance companies have grown from 
$14.4 billions to $73.0 billions, or from 18% of net long-term private debt to 
about 47%; and the assets of life insurance companies, mutual savings banks and 
savings and loan associations have grown from $30.6 billions to an estimated 
$120.7 billions, or from 38% of net long-term private debt to about 78%. Even 
this last comparison leaves out of account the competing funds of commercial 
banks; fire, casualty, marine and other insurance companies; investment trusts; 
personal trusts; university, school and other endowment funds; and pension 
trusts, all of which, while not as closely restricted as the three types of insti 
tutions mentioned above, do compete to some extent for the same types of 
investment. See also, Bell and Fraine, Legal Framework, Trends and Develop 
ments in Investment Practices of Life Insurance Companies, 17 Law and Con 
temporary Problems 45 (Winter 1952). 
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some type of relatively high-grade debt obligations, if policy loans are 
included. 


Surplus Limitation Statutes Recognize Stability of Business 
and Also Necessitate Elimination of Needlessly Wide Fluctuations 
in Values of Liabilities and Assets 


The stability of the business has been recognized in a rather 
remarkable way in legislation which, despite the exceedingly great 
public interest in maintaining the solvency of the companies, has 
actually limited the amount of surplus which they can accumulate. 
Limitations on surplus have been enacted in 11 States, including 
those in which companies with well over 50% of the assets of the 
business are domiciled. These States include New York, Massachu- 
setts and Pennsylvania. The limitation applies to companies writing 
any form of participating business. The purpose of this legislation 
is, of course, to prevent a return to tontine periods for dividend 
distribution,’ and instead to require an equitable distribution of excess 
premium charges among all participating policyholders. These surplus 
limitation statutes constitute, in effect, the declaration of a public 
policy in favor of paying out excess earnings from year to year as they 
accrue, and companies issuing participating policies have themselves 
endeavored, in order to maintain the most complete equity among 
policyholders, as well as a matter of business practice, to maintain 
a relatively steady and stable dividend scale. Even where legislation 
does not restrict the amount of surplus which may be held, the same 
patterns as to both dividends and surplus are followed. Surplus is 
generally less than 10% of assets, the average for the industry being 
about 7% at the end of 1952.8 


The point that should be stressed here is that with the adoption 
of the view, reinforced as to a large part of the business by legisla- 
tion, that surplus not only may, but must, be limited to as little as 
10% of liabilities on a company’s contracts, it inescapably follows 
that no wide fluctuations in the value of either the assets or the 


6. Ill. Ann. Stat. c. 73, §855 (Smith-Hurd 1937); Mass. Ann. Laws c. 175, 
§141 (1932); Minn. Stat. Ann. §61.17 (West 1945); Mont. Rev. Codes Ann. 
§40-1923 (1947); Neb. Rev. Stat. §§44-219, 44-707 (1943); N. Y. Ins. Law §207; 
N. D. Rev. Code §26-1005 (1943); Pa. Stat. Ann. tit. 40, §614; Tenn. Code Ann. 
§6209 (Michie 1934); Tex. Ins. Code art. 11.11 (Vernon’s Rev. Civ. Stat. 1951); 
W. Va. Code Ann. §3342 (1949). 

7. State of New York, Testimony, Exhibits and Report of Legislative Insurance 
Investigation Committee, op. cit. supra, note 4, vol. VII, 319-327, 376-377. 

8. Life Insurance Fact Book 53, 54 (1953). 
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liabilities, independently of one another, can be allowed to occur with- 
out disastrous effect. 


The prevailing confidence in the stability of the business from 
the standpoint of the balance sheet seems to rest on firmest ground 
insofar as the valuation and incidence of liabilities is concerned. 
There has been a vast amount of statistical material accumulated and 
tabulated on mortality and morbidity expectancy for every age, physical 
condition and occupation, and on other demands such as for loans and 
cash values. In actual experience, this material has proved so reliable 
that it fully supports the view that unless some major catastrophe not 
heretofore experienced in this country should befall — which, of 
course, cannot be wholly ruled out, even apart from the fact that 
we are entering the atomic age —- liabilities will be incurred only 
within very regular and predictable patterns. Only once has special 
legislation been required to protect the companies from demands under 
their contracts. That was the moratorium on surrenders and policy 
loans in the 1930s, and it was a very mild form of protection, merely 
postponing the companies’ obligation to respond for a period of six 
months. Moreover, this incident did not affect the magnitude of the 
liabilities but involved a matter of liquidity. 


Stabilizing Asset Values Has Long Been a Problem 


Maintaining stability in the value of the assets has not, however, 
proved to be easy. 


As already indicated, modern life insurance investment statutes 
and investment practices may fairly be said to date from the Armstrong 
Investigation. Since that time, the vast majority of life insurance 
investments have been and are in the form of governmental and cor- 
porate obligations, that is, what are generally termed “securities”, and 
obligations secured by mortgages on real estate, generally referred to 
as “mortgage loans’’. More recent legislation has permitted investments 
in stocks, preferred and common, and real estate. (“‘Securities”, as 
used throughout this paper, has the meaning just defined and excludes 
mortgage loans and stocks.) 


Problems relating to the valuation of investments have occupied 
the industry and the regulatory authorities ever since the Armstrong 
laws were put on the books. The underlying problem, the problem of 
attaining stability in the value of the assets as a whole, necessarily 
relates to all types of investments. It is most important, of course, 
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as it relates to the types forming the largest part of the assets. The 
subsidiary problems of means by which the stability of the whole may 
be achieved, are in many respects similar for all types of investments, 
although there are some important differences. The principles which 
may be applied to the solution of these problems have most in common 
as they relate to securities and mortgage loans, since both have the 
characteristics that they are debt obligations and that, save in very 
exceptional instances, they yield a fixed return and must, under their 
terms, be repaid at face value at a definite maturity date. Stocks 
differ because they represent equities and have no maturity. Preferreds 
differ from commons with regard to yield, the possibility of redemption 
and sometimes amortization. 


By far the greatest amount of attention has been devoted in the 
life insurance industry to the valuation of securities. 


Though mortgage loans have also constituted an important me- 
dium of investment, there have been no public quotations of their 
market prices, as there have been of securities, to vex the minds and 
trouble the consciences of the regulatory authorities and the industry. 
The problem of valuing these loans has not, therefore, required the 
continuous effort and consideration which keeping abreast of the market 
has occasioned in the case of securities. Furthermore, mortgage loans 
were required to be made with a fairly wide margin of security mea- 
sured by a current appraisal, and this tended to give a comfortable 
sense of well-being not readily upset,® however illusory this became with 
the passage of time and however rude the awakening was when defaults 
and interest adjustments began to take place in volume, as in the last 
Depression. At such times the question of valuation has brought itself 
forcibly into view. Writedowns or reserves, based on fresh appraisals, 
have then been required, but the problem has been dealt with on 
an individual company and State-by-State basis rather than as an in- 
dustry-wide problem. The extent of the losses and writedowns which 
occurred in the Depression indicate, however, that the fluctuations 
in the value of a mortgage loan portfolio can be almost as wide as the 
fluctuations in a securities portfolio.!° The importance of these fluc- 
tuations when they are at their widest, therefore, in relation to the 
stability of the assets as a whole may vary only as the proportion of 


9. This attitude ignored the fact that many corporate securities, which have 
been the cause of so much concern to regulatory authorities and industry alike, 
were supported by equal or greater security when issued. 

10. See infra, pp. 41, 42. 
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assets in the form of mortgage loans and in the form of securities 
varies. 


Stocks have become legal investments in many States more recently 
and have not constituted nearly as large a part of investment port- 
folios, but the problem of their valuation is one which is growing in 
importance and, indeed, in urgency. 


Because most thought has been given to the valuation of securities, 
it would seem well, after a few remarks on the nature of the general 
problem, to take this up first and develop later — though by no 
means exhaustively — some of the problems relating to the valuation 
of mortgage loans and preferred and common stocks. 


Fluctuations in Market Values of Assets 


Everyone knows, on the one hand, that market estimates of the 
values of investments, even of the types and of the quality which 
life insurance companies have preponderantly held, vary at times, and 
sometimes very widely. This is most evident in the market values of 
securities, but it is also true of the appraised values of real estate, 
whether it constitutes the security for mortgage loans or is held for 
investment. Everyone knows also that, in part, these fluctuations are 
due to technical factors, such as changes in the interest rate — a fact 
of which every investment officer has been acutely conscious in the 
recent past — and, in part, to the upswings and downswings of the 
market which accompany changes in the business cycle. It is equally 
well known, however, that changes in market values due simply to such 
factors as changes in the interest rate do not ordinarily affect the pros 
pect of repayment at maturity and that even market fluctuations due 
to changes in the business cycle which take place in a broadly diversi- 
fied list of investments have been of a temporary nature, although the 
upswing or downswing may have lasted for a period of months or, 
at times, of years. Actual losses may have taken place, particularly in 
a depression, but these have been much less than the declines in the 
market estimates of value which have occurred. 


Compared with the wealth of readily accessible statistics relating 
to the liability side of the balance sheet, there is a striking dearth 
of material on the nature of losses which have been suffered in the 
course of these fluctuations. Most available comprehensive material 
lumps together not only assets of different kinds but also the write- 
downs which have occurred with the actual losses, although these 
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writedowns were later reversed when the value of the assets recovered. 
Furthermore, even the writedowns of securities which are reflected 
in available material are colored by the fact that many of the write- 
downs are to so-called Convention Values established by the National 
Convention of Insurance Commissioners (later the National Association 
of Insurance Commissioners) and not to actual market values. The 
result is that, for the most part, this material reveals neither actual 
losses suffered nor the consequences of adhering to market values even 
for those securities which have been required to be valued at 
“market”. 


One point that is clear beyond dispute is that strict adherence 
to market estimates for all investments is wholly incompatible with 
the limitations on surplus which have been adopted both by legis- 
lation and by custom. Furthermore, strict adherence to market esti- 
mates would be inconsistent with the essential character of the life 
insurance business — its long-term nature, the comparative regularity 
with which demands are made upon it, and the further fact that its 
assets are held as investments and are generally not sold out when 
market values are depressed. Even commercial banks and savings 
banks, with their much greater needs for liquidity, have gone far 
toward abandoning market prices in valuing their investments.” 


It would, therefore, appear that in this business temporary 
fluctuations in values need not, and, in justice to policyholders in the 
matter of dividend distribution, should not, be controlling for valuation 
purposes (unless, of course, a company should reach the point of 
liquidation). The heart of the problem is to find a way to value the 
assets of life insurance companies on a long-range basis, making any 
special provision deemed prudent for liquidity.1* The financial state- 
ments of the companies will then show much more nearly than they 
have in the past the true financial conditions of the companies, reflect- 


11. See rules as to Classification of Assets and Appraisal of Bonds in Bank 
Examinations as jointly issued by the Comptroller of the Currency, The Federal 
Deposit Insurance Corporation, The Board of Governors of the Federal Reserve 
System, and the Executive Committee of the National Association of Supervisors 
of State Banks effective July 15, 1949, Federal Reserve Bulletin July 1949; 
Moody’s Manual of Investments (Banks — Insurance — Real Estate — Investment 
Trusts) vi-viii (1950). 

12. The problem of liquidity is closely related to the problem of valuation, but 
is distinct from it. It has always been treated as a problem for company manage- 
ments, save for the special moratorium legislation in the Depression. It may be 
pointed out here that there are already mechanics provided by law for enabling 
life insurance companies to make loans, under certain conditions, from Federal 
Reserve banks upon the hypothecation of direct obligations of the United States. 
12 U.S. C. A. §347c. ; : 
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ing their real ability to meet the long-term commitments they have 
contracted. The companies will then be less hampered in their invest- 
ment operations and less unsettled in their dividend policies." 


This problem, as already indicated, is not new, particularly as it 
relates to securities, and something is to be learned from a review of 
the manner it has been dealt with in the past. 


BRIEF REVIEW OF SECURITIES VALUATION 1907-1953 


Immediately after the Armstrong Investigation (as well as before 
that time), all securities were required to be valued annually at market 
prices at the date of the accounting.’* It happened that in the year 
following the publication of the Armstrong Report, the panic of 1907 
occurred. It disclosed in a very striking way the shortcomings of 
market quotations at the end of the year as a measure of value for 
securities regardless of their intrinsic soundness. This resulted in the 
adoption of the two devices which have been utilized since that time to 
temper and qualify the market value rule. 


In 1907, market values were so badly affected that, after con- 
sulting the Attorney General, the Superintendent of Insurance of New 
York State directed the use of average market prices on the first 
day of each month of the year and the last day of December (13 
days), instead of on December 31 alone, for valuation purposes, 
thus supplying a precedent for the later use of Convention Values. 
This action was endorsed by an informal conference of Insur- 
ance Commissioners in New York and by the Executive Com- 
mittee of the National Convention of Insurance Commissioners.” 
Despite the relief which this directive afforded, a study made by 
Mutual of New York of the investment gains and losses of six life 
insurance companies, including Mutual of New York and others which 
at the time together held well over half of the assets of the industry, 
showed that the losses (including writedowns) of the six companies 
for the year 1907 amounted to 4.55% of the total of the previous year’s 
assets. The magnitude of this loss can be appreciated when it is 
related to the 10% surplus limitation imposed by law on most of these 


13. This is discussed more fully in note 37, infra. 

14. Tatlock, On the Proper Method of Valuation of Fixed Term Securities 
Owned by Life Insurance Companies, Proceedings of First Annual Meeting, As- 
sociation of Life Insurance Presidents 69, 71 (1907); Proceedings of National 
Convention of Insurance Commissioners, Thirty-Ninth Session 174 (1908). 

15. Proceedings of the National Association of Insurance Commissioners, 
Seventy-First Session 157 (1940). 
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companies and to the present industry average surplus of about 7% 
of assets. Its magnitude can also be appreciated when it is related to 
the losses of the same companies in subsequent years. There were only 
three other years between 1907 and 1952 when the losses of these 
companies exceeded 1% of the previous year’s assets. These years 
were 1921 when the losses were 1.65%, 1933 when they were 1.09% 
and 1937 when they were 1.15%. 


The losses of the later years were held down not only by further 
departures from the market value rule, but also by the second step 
taken as a result of the 1907 experience, namely, the introduction of 
the principle of carrying fixed interest bearing bonds which are “amply 
secured” and have a determinable maturity at amortized values.'® 


Amortized Values for “‘Amply Secured” Bonds 


This basis of valuation was introduced into the law of New York 
in 1909 and was recommended by the National Convention of Insurance 
Commissioners to all life insurance companies in 1917 as a basis for 
the valuation of such bonds.!7 


It is interesting to look at the reasons which were advanced in 
1907 for using amortized values for bonds which were “amply secured” 
and had a fixed rate of interest and a fixed maturity date. They are 
given in a paper delivered at the first annual meeting of the Association 
of Life Insurance Presidents by John Tatlock, President of the Wash- 
ington Life Insurance Company.’® He stressed the long-term nature of 
the life insurance business and pointed out, in the first place, that one 
of the principal reasons for variation in the market prices of fixed 
interest bearing obligations with fixed maturities is a change in the 
interest rate, which has nothing whatever to do with the intrinsic 
soundness of the securities. He pointed out further that market prices 
are determined by trading in limited amounts of bonds and have no 
relation to the prices which could be obtained for the large blocks 


16. There is no available data to show the relative effects of the use of amor- 
tized values and the use of Convention Values on loss figures in company state- 
ments. 

17. N. Y. Ins. Law of 1909, §18; Proceedings of National Convention of In- 
surance Commissioners, Forty-Ninth Session 18 (1918). 

18. Tatlock, On the Proper Method of Valuation of Fixed Term Securities 
Owned by Life Insurance Companies, and other papers on same subject, Pro- 
ceedings, of First Annual Meeting, Association of Life Insurance Presidents (1907), 
op. cit. supra, note 14 at 69-90. See also, Proceedings of National Convention of 
Insurance Commissioners (1908), op. cit. supra, note 14, at 46-47, 174-194 (1908) ; 
N. Y. Ins. Report, pt. II, Life Companies xiv-xvi (1908). 
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which, even at that time, the insurance companies held. Both of these 
reasons are, of course, completely valid today. 


The introduction of amortized values was a long step in the direc- 
tion of stabilizing the value of securities, but it by no means supplied 
a complete solution. It applied, as has already been stated, only to 
“amply secured” bonds bearing fixed interest and with fixed maturities. 
It did not apply to perpetual or income bonds or to bonds which were 
not “amply secured,” it left open the question of which bonds should 
be regarded as “amply secured” and it provided no standard for de- 
termining this. 


Immediately after this law was put on the books, the determina 
tion of whether or not a bond was deemed to be amply secured was 
made in the first instance by the company and was, of course, subject 
to such tests as insurance departments might decide to make in annual 
audits or triennial examinations. 


At least as early as 1932, certain of the States relied on the 
ratings given to bonds by various rating services.*® In 1939, a repre- 
sentative of the Temporary National Economic Committee called atten- 
tion to wide differences in market prices of some of the securities 
which had passed the amortization test in one of the lower ratings 
Consequently, in 1940, the rating test was supplemented by a market 
price test in New York® and perhaps some other States. Ratings were 
recognized in the resolutions adopted by the National Association of In- 
surance Commissioners (as it was then called) at the end of 1940.7? In 
1942, a so-called yield test was introduced by the N.A.I.C. as an alterna- 
tive to the rating test (a bond meeting either test qualifying for amorti- 
zation). Under the yield test, to be eligible a security could not yield 
on its Association Value (generally December 1 market) for the cur- 
rent year or for the previous year more than specified percentages above 
the yields on the same dates of U. S. Government bonds of comparable 
maturity.** The percentage differentials were fixed each year by the 


19. Bulletin dated July 19, 1932 from Superintendent of Insurance of the 
State of New York to all companies under the jurisdiction of the New York 
Insurance Department. 

20. N. Y. Ins. Report, vol. I, Life Ins., 33a-36a (1940). 

21. Proceedings of the National Association of Insurance Commissioners 
Seventy-Second Session 67 (1941). 

22. Proceedings of the National Association of Insurance Commissioners, 
Seventy-Third Session 123-125 (1942). A lecture by Edward J. Reilly, Chief of 
Audit Bureau, New York State Insurance Department, on the valuation of se- 
curities, which, among other things, reviews the history of valuation since 1907, 
is being prepared for publication in the near future. 
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National Association of Insurance Commissioners. Year by year, as the 
market strengthened, the percentage differentials were narrowed.?* 


These various tests for determining eligibility could not be 
specifically applied to the growing volume of securities acquired by 
direct placement. Practically none of these were rated by the rating 
services and there were also, of course, no public market quotations. 
For a time, these difficulties were partially overcome by providing that 
securities which could not be tested by ratings or yields but were, 
in the judgment of the Sub-Committee of the Committee on Valuation 
of Securities, National Association of Insurance Commissioners, “equiva- 
lent in security” to those which qualified, could be carried at amor- 
tized values.** As the volume of direct placements grew, this arrange- 
ment became less and less satisfactory. On the one hand, a heavy 
burden was placed on the Sub-Committee of the Committee on the 
Valuation of Securities to apply this loose wording to an ever increasing 
volume of securities, and on the other hand, the companies did not 
know until the end of the year or afterwards which of these securities 
would be eligible for amortization and which would have to be carried 
at “market.” 


Convention Values 


Even before the advent of direct placements, however, with the 
added problems they created, the system of using amortized values 
for amply secured bonds and market values for other securities had 
broken down repeatedly during times of depression or panic. Such 
periods, of course, have a very pronounced effect on market values, 
and the rating services probably tended to be influenced to a con- 
siderable extent by the market, particularly in any extended period 
of depression.” The result of this situation was that in a depression 
the volume of securities which, under the old rules, had to be valued 
at market greatly increased at a time when actual market values 





23. Report and Proposals with respect to the Principles of Valuation of the 
Committee on the Valuation of Securities, NAIC 17, Table II (1951). 

24. Proceedings of the National Association of Insurance Commissioners, 
op. cit. supra, note 22, at 126 (1942). 

25. This is not to say that the rating services and the markets may not have 
correctly appraised the relative element of risk in individual issues in times of 
prolonged depression or panic, but experience has proven that the way in which 
ratings and market values have been applied at such times to broadly diversified 
portfolios of selected securities (which, after all, the rating services have not 
purported to appraise) has resulted in underestimating the long-range value of 
these portfolios. See infra, pp. 20-22. 
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were very low, and resort was therefore had to the artificial device of 
Convention Values. 


The use of amortized values alone as a supplement to actual 
market values fell so far short of solving the valuation problem that 
in 9 years following the enactment of the 1909 legislation in New 
York authorizing the use of amortized values, Convention Values, or 
their equivalent, were utilized on a broad basis to give further relief 
from market. In 3 additional years, they were applied to bonds of 
States, Canadian Provinces and political subdivisions and to stocks, 
and in 8 other years they were applied only to stocks. Thus, 
relief in some form was given in a total of 20 of the 43 years since 
1909. The years in which general relief was given were 1914 when the 
markets became demoralized with the outbreak of World War I, during 
fluctuating market values from 1917 to 1921, inclusive, and from 1931 
through 1933, inclusive. In 1934 through 1936, the relief given was 
confined principally to bonds of political subdivisions and stocks. Re- 
lief for stocks continued through 1944.?° 


These departures from the market value rule constitute very 
practical recognition, in this case by the regulatory authorities, of the 
deficiencies of the market value rule as applied to the insurance 
business, even to those lines, other than life, whose contracts were 
of much shorter duration than life insurance contracts; and this 
recognition was vindicated by the recoveries which later took place. 
These departures, however, were carried out on an emergency and 
makeshift basis and left those responsible for the companies’ invest- 
ment portfolios guessing as to what the valuations and the resultant 
fluctuations in surplus would be from year to year. 


All of the uncertainties under the old system were a decided handi- 
cap to the formulation of investment and dividend policy, and these, 
with the other obvious defects of that system, led to active efforts 
during the past decade to devise a system which would still further 
stabilize the value of securities and other assets, especially preferred 


26. Proceedings of the National Association of Insurance Commissioners (1940), 
op. cit. supra, note 15, at 158-160; also 184. Proceedings of National Convention 
of Insurance Commissioners, Sixty-Fifth Session 101 (1934); Proceedings of 
National Convention of Insurance Commissioners, Sixty-Sixth Session 19, 91, 92 
(1935); Proceedings of National Association of Insurance Commissioners, Sixty- 
Seventh Session 5, 6, 149 (1936). An amplification of the rather brief statement 
in these Reports was supplied by Dr. Orson Hart, Research Associate, LIAA. 
See also Report of Joint Committee, op. cit. supra, note 3, Part I, Page 6. 
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stocks, and would function in a sound and predictable manner.”" The 
aim has been to arrive at a method which will, as nearly as possible, 
stabilize the value of securities, disclose at all times the true financial 
condition of the companies insofar as their securities are concerned and 
also enable managements to know what the rules are under which 
they must operate. 


Recent Industry Studies of Securities Valuation Problem 


Since 1944, there has been continuous study of the valuation 
problem by various industry committees. About 1948, the problem 
was placed in the hands of an all-industry committee, including not 
only the life insurance industry but other forms of insurance. It was 
found, however, that the problem was not the same for life insurance 
companies as it was for other insurance companies which required 
greater liquidity. The problem was therefore turned over (or, more 
correctly, turned back) by the life insurance industry to a joint 
committee of the American Life Convention and the Life Insurance 
Association of America. This committee, entitled The Joint Committee 
on Valuation of Assets was then headed by Mr. F. W. Hubbell, of the 
Equitable Life Insurance Company of Iowa, and presently by Mr. 
Sherwin C. Badger, of the New England Mutual Life Insurance Com- 
pany, who for a long time had taken a very active part in the work 
of that Committee. An exceedingly important contribution to the work 
of the Joint Committee had been made in a report by a sub-committee 
of the all-industry committee headed by Mr. F. W. Ecker, of the 
Metropolitan Life Insurance Company.*® 


Industry Recommendation of Securities Reserves 


In 1951, the Joint Committee came forward with a solution to the 
problem so far as securities were concerned.?® It reached the con- 
clusion that the measurement of the risk in any one security is almost 
impossible, but that, on the other hand, the measurement of the risk 
in a portfolio consisting of a large number of selected and widely 


27. The uncertainty of the system of valuation then in effect was emphasized 
by SHERWIN C. Bapcer in his chapter on The Valuation of Assets in INVESTMENT 
or Lire INSURANCE Funps, op. cit. supra, note 3, at 214-217 (1953). 

28. The so-called Ecker Report was published with ALC-LIAA General Bulle- 
tin #318 (January 26, 1950). 

29. Report of Joint Committee, op. cit. supra, note 15. This was supple- 
mented by a further letter dated September 7, 1951 from the Chairman of the 
Joint Committee to the Executive Secretary of the Committee on Valuation 
of Securities, NAIC, published with ALC-LIAA Investment Bulletin #117 (Sep- 
tember 12, 1951). 
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diversified securities is feasible on the basis of past experience. The 
Committee likened the assumption of investment risks to the assumption 
of mortality risks in which the evaluation of the quality of an in- 
dividual risk is virtually impossible but the evaluation of the risks 
of a selected group is entirely practicable. The Joint Committee 
recommended, therefore, that, as in the case of protection against 
mortality risks, protection be found in a broad diversification of 
selected risks buttressed by adequate contingency reserves. These re- 
serves were not to be merely allocations of surplus funds but were 
to be carried as liabilities or offsets to the assets against which they 
were to be held. The essential purpose of these securities reserves is 
to make possible and justify the carrying of securities at reasonably 
stable values despite changes in their market prices, including those 
caused in times of depression by diminution of earning power of the 
issuers, since experience has shown such fluctuations to be in large part 
temporary and not to affect the ability of a long-term business to ful- 
fill its contractual commitments. 

Insofar as securities were concerned, the recommendation of the 
Joint Committee, in broad outline, was that only defaulted bonds be 
carried at market values, all others at amortized values. Those carried 
at amortized values were to be divided into two classes, against the 
first of which — corresponding to bonds then entitled to amortization 
— a maximum reserve of 1% was to be built up and against the second 
class a maximum reserve of 20%. The maximum reserve was to be built 
up by mandatory additions of 1/20 of the ultimate reserve for each 
class each year, with certain additions for profits, market increases and 
increases due to writeups, less certain charges permitted for losses, 
writedowns and market depreciation. Any company was to be permitted 
to transfer to the reserve such amounts as it might determine in 
addition to the mandatory transfer, provided the reserve did not 
exceed the maximum limits established. Somewhat the same recom- 
mendations were made with respect to preferred stocks, but these 
will be discussed later. 


Adoption and Modification of Recommendations 


The National Association of Insurance Commissioners in December 
of 1951 adopted substantially these recommendations, but with one 
rather important difference in that not only defaulted bonds were to 
be carried at market but also bonds not in default but which failed 
to pass certain tests. This intermediate class of bonds was to include 
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those which appeared to be so badly impaired that default was 
imminent. Also, instead of permitting companies to exercise their dis- 
cretion in building the reserve up to maximum more rapidly than 
required, they did not permit any voluntary additions to the man- 
datory annual increments. 


In June 1953, the Commissioners adopted considerably refined 
standards for determining which bonds fall into each of the two classes 
entitled to amortization and also provided for some of the problems 
of transition, i.e., the problems of accumulation and utilization of the 
reserve until it is built up to maximum, or substantially maximum, 
strength. For one thing, they permitted voluntary additions by the 
companies of amounts up to the mandatory percentage additions for 
one year. Their approach to the problems of transition has been on a 
tentative basis, with the rules adopted in June applicable only to 
1953. 


They have also provided for setting out to accumulate a reserve for 
all stocks, but without thus far adopting any method for stabilizing 
the value of stocks. Here again, their approach has been avowedly 
tentative.®° 


Statistical Support for Recommendations 


Some important statistical material bearing on security losses, 
fluctuations and the amount of reserve which might be required 
exists. There is, of course, a tremendous volume of material in the 
records and financial statements of individual companies, but to 
shape this up into usable form would require a great deal of collecting, 
refining, and analysis.*! There is also a great unmined wealth of raw 
material on the behavior of virtually all bonds issued from 1900 to 
1944 in the figures collected by the “Corporate Bond Research Project 
of the National Bureau of Economic Research”. This includes figures 
on losses from various causes. The first volume of this material has 


30. Final Report to Insurance Companies, Societies and Associations re Annual 
Statements as of December 31, 1953, Committee on Valuation of Securities of the 
NAIC, June 15, 1953. This paper does not attempt to deal with many of the 
points covered in the above Report. One of the most important of these is the 
set of rules for classifying bonds, a highly technical subject, but one in which 
there can doubtless be rather important differences of opinion, even on the 
question of approach. 

31. Dr. Orson Hart, Research Associate of the Life Insurance Association 
of America has already made a considerable contribution in this area. See The 
Investment Experience of Eighteen Major United States Life Insurance Companies 
in Bonds and Stocks, ALC-LIAA Joint Investments Bulletins Nos. 172 (February 
19, 1953) and 190 (September 22, 1953). 
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recently become available in printed form,®? and the second is expectea 
to be published soon. It would be most desirable that through these 
means a great deal more material pertinent to the many questions that 
still exist in relation to asset reserves be developed. 


The material which has been put together shows something of the 
very great extent to which writedowns of securities to market during 
a depression, even with the amelioration introduced by the use of 
amortized values for amply secured obligations, have been in excess 
of actual losses suffered. There is also material available relating 
specifically to life insurance companies which shows how greatly the 
writedowns required of them have exceeded their ultimate losses. 


The Joint Committee made use of Corporate Bond Research 
Project figures relating to the action of the entire bond market during 
the Depression and down to 1944. These figures, then available only at 
4 year intervals, showed that in 1940, when writedowns would have 
reached a peak, $3,528,000,000 of bonds in default were worth only 
$674,000,000 in the market and that an additional $6,655,000,000, 
which had ratings below those which would have qualified them for 
amortization under existing valuation rules applicable to life insurance 
companies, had a market value of only $4,409,000,000. The writedown 
for bonds in default was, therefore, $2,853,000,000 and for bonds below 
rating $2,246,000,000. Thus, in 1940, a total of $10,182,000,000 of 
bonds, or 44% of the entire volume of corporate bonds then out- 
standing and included in the study, were either in default or below 
rating, and the market value of these was only $5,083,000,000, or 
$5,099,000,000 below face value.** 


Corporate Bond Research Project figures did not go beyond 1944. 
Carried to that date, however, they showed that the market value of 
$3,525,000,000 bonds im default in 1940 (out of a total of $3,528,- 
000,000 on which the writedown to actual market in 1940 was 
$2,853,000,000), the value of successor securities and payments sub- 
sequent to 1940 to holders, totalled $1,743,000,000, indicating an 
ultimate actual loss not exceeding $1,782,000,000 — which was almost 


32. W. Braddock Hickman, The Volume of Corporate Bond Financing Since 
1900, National Bureau of Economic Research (1953). 

33. Ecker Report, Bulletin, op. cit. supra, note 28, in Exhibit 1 to app. I. Re- 
port of Joint Committee, op. cit. supra, note 3, app. I. O’Leary, Life Insurance 
Holdings, op. cit. supra, note 2. There are slight variances in some of these and 
related figures as they appear in the several publications in which they are used. 
These variances are not material for the purposes of this paper, but where they ave 
greatest the figures used here are those which tend to understate the excess of 
writedowns over losses. 
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certainly substantially reduced by the market upswing after 1944. 


Dr. James J. O’Leary, Director of Investment Research, Life 
Insurance Association of America, has added that similar computations 
by the National Bureau of Economic Research on the $6,655,000,000 
of bonds below rating in 1940 (on which the writedown to actual 
market in 1940 was $2,246,000,000) indicated that the ultimate actual 
losses totalled only $87,000,000.54 


Thus, the total ultimate actual losses on the $10,182,000,000 of 
bonds im default and below rating in 1940 was approximately $1,870,- 
000,000; and the writedown of $5,099,000,000 to 1940 market was 
almost 234 times the ultimate actual loss. It is also interesting to 
note that the 1940 writedown of $2,853,000,000 on bonds then 
in default was more than 1% times the indicated total actual loss on 
all bonds in default and all bonds below rating in that year. 


These figures, it will be remembered, are based on a study of 
all corporate bonds outstanding. The bonds held by life insurance 
companies are a selected group. The results of this selection are 
indicated by the fact that, whereas 44% of the entire list of corpo- 
rate bonds included in the Corporate Bond Research Project study were 
in default or below rating in 1940, the portfolios of 52 life insurance 
companies holding more than 80% of the assets of all U. S. companies, 
according to Dr. O’Leary, showed a maximum, reached in 1942, of 
corporate bonds in default or below rating totalling only 9%.*® 


Professor Harold G. Fraine, Professor of Commerce, University 
of Wisconsin, has pointed out that the results of a questionnaire to 
the same 52 companies (reported in an appendix to the-Ecker Report, 
but somewhat adjusted by Professor Fraine) showed that writedowns 
aggregating $640,000,000 were required from 1929 through 1942, al- 
though actual losses through 1948 amounted to only $319,000,000.** 
The writedowns were thus almost twice the actual losses. This would 
indicate that despite the moderating effect of amortized values (Conven- 
tion Values were not in use for bonds at the times to which these figures 
relate), the writedowns heretofore required of the life insurance com- 
panies have been greatly in excess of those required by actual losses. 


34. O'Leary, Life Insurance Holdings, op. cit. supra, note 2. 

35. Ibid. 

36. Valuation of Security Holdings of Life Insurance Companies by Harold G. 
Fraine, Professor of Commerce, University of Wisconsin, a paper read before a 
joint meeting of the American Financial Association, the American Statistical 
Association, the American Association of University Teachers of Insurance, 
December 27, 1950. 
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ASSET RESERVES 


Important progress has been made, culminating in the resolutions 
adopted by the National Association of Insurance Commissioners 
last June, in formulating the principles on which securities reserves are 
to be built up and maintained by the industry. The steps already 
taken may be expected to result in still further stabilizing the value 
of assets. The balance of this paper could, therefore, be devoted to 
describing in greater detail what has been done, what difficulties have 
been overcome and why decisions were made. Important problems 
still remain, however, and it would seem that a better purpose would 
be served by trying to analyze some of them and considering some of 
the possible solutions. 


As everyone who has followed the matter even casually knows, 
there are many questions relating to asset reserves and their utilization 
which have not been widely discussed; many have certainly not been 
decided; and, because of the newness of these reserves in the insurance 
business, few have been put to the test of experience. Here, I am 
speaking not only of reserves for securities but reserves for other types 
of assets, such as real estate mortgage loans and stocks, as well. There 
are indeed so many questions that it would be impossible to cover them 
without literally writing a book on the subject. I should, however, 
like to discuss a few, not with the purpose of attempting to arrive at 
definite conclusions but rather of suggesting some major questions of 
policy which will ultimately have to be decided. After two general 
observations, I shall deal first with those relating to a securities re- 
serve, not only because the greatest progress has been made in this 
field, but also because, for the most part, questions in this field 
are illustrative of those which are likely to be met in relation to re- 
serves for other types of investments. The others, of course, also in- 
volve their own special problems, some of which will be mentioned later. 


1. Differences in Nature of Reserves for Different Types of Assets 


Despite important similarities, it would seem that, to some extent, 
the nature and application of reserves will be different for two different 
classes of assets. In the first class, there are the investments in obliga- 
tions, including both securities and mortgage loans, which, under their 
terms, have to be paid out at face value at a fixed maturity, meantime 
bearing fixed interest. As to them, the essential problem is to provide a 
sufficient reserve to take care of the losses which, on the basis of 
past experience, will occur in some, but by no means all, of these 
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investments. It would seem, therefore, that, with the very important 
qualifications which will be developed in a moment, the primary 
function of the reserve for assets of this type is that of a loss reserve, 
ie. a reserve which will be enough to make up for the expected failures 
to pay the full face amount of some of the obligations. Mere fluc- 
tuations in this group of assets tend to be temporary in nature in view 
of the long-term character of the life insurance business. 


On the other hand, other types of assets, notably stocks, except 
for a small class of amortized preferreds, have nothing like a fixed 
maturity date; and their value, on a long-term basis, is more closely 
related to trends which, over a period of time, are reflected in market 
prices, though not to market prices of a particular moment. As to 
assets of this type, therefore, the reserve must perform a different 
function. It would still be a reserve required to absorb actual losses 
which may be reasonably anticipated and also, possibly to a much 
greater extent than the reserve for securities, changes in their market 
values, or at least to make up for differences, or some of the differences, 
between cost or book value, on the one hand, and market values, on 
the other. Reserves for stocks will, however, be discussed somewhat 
more fully later. 


In this paper, the effort is made to consider the problems in- 
volved in establishing and maintaining reserves for three general 
types of assets — securities, mortgage loans and stocks — for the 
most part separately. This is done because of obvious differences 
in the history of their valuation, in the progress made toward establish- 
ing reserves for them and in certain characteristics of the assets them- 
selves. This treatment of the subject is not intended to imply in 
any way that it would not be desirable to combine reserves set up 
against them into a single asset reserve. The feasibility of doing so is, 
however, one of the many questions with which this paper does not 
attempt to deal. 


2. Asset Reserves Distinguished from Surplus 


Asset reserves, carried as liabilities or offsets to the corresponding 
asset, are different from surplus in a very fundamental respect. Actual 
losses and, to the extent that they may be required, writedowns in 
asset value are encountered in substantial volume only as a result of 
depressions. If no advance provision for these has been made, they 
must be provided for when they occur either out of surplus or out of 
current earnings. In times of depression, however, current earnings are 





TAXATION OF LIFE INSURANCE COMPANIES 221 
generally reduced by defaults or by lower dividends. Although if write- 
downs were limited to those required by actual losses, they could 
probably be kept at a figure which even the limited surpluses life 
insurance companies are permitted to hold could absorb, surplus is 
accumulated to provide for the unexpected, the unforeseeable. A certain 
amount of losses is foreseeable. This is attested not only by the 
history of investments, but it is also recognized in the interest rate 
which, to the extent that it exceeds the current rate on so-called riskless 
investments (e.g., U. S. Government bonds of comparable maturity) 
represents an appraisal by investors of the element of risk involved in 
the particular investment (and sometimes the cost of making the 
investment). To the extent that losses (or other writedowns) are 
reasonably foreseeable on the basis of past experience, they should, 
therefore, be provided for through reserves. To the extent that they 
are not provided for, a company in times of prosperity is overstating 
the long-term investment value of its assets. 


Making provision for losses through asset reserves is not only 
sound from the standpoint of carrying assets at their long-term 
investment value and not overstating them in times of prosperity, 
but it also enables a loss to be provided for gradually out of earnings 
and to be taken out of earnings when these are at their peak and can 
most easily provide them. This permits an equal and equitable dis- 
tribution among policyholders of the burden of tne loss which inevitably 
accompanies the investment process. It does not depress dividends 
during times of depression as would be likely to occur if current earn- 


ings were then being used to make up the loss or if surplus was being 
drawn down for the same purpose.** 


37. The study of 6 companies made by Mutual of New York, supra, p. 13, 
showed that the combined total net capital losses of the 6 companies from 1931- 
1940 inclusive, were in an amount which would almost exactly have wiped out, 
through this single cause, the entire surplus and special funds of the 6 com- 
panies at the beginning of this period. Surplus was in fact maintained and grew, 
but less rapidly than the size of the companies. Actually, the net losses of the 
period must, therefore, have been charged against other operations which, under 
the circumstances, constituted the only source from which dividends could be 
paid. There were undoubtedly substantial later recoveries of many of the write- 
downs charged during that period. Despite this fact, however, the whole burden 
of the losses as they were shown before the recoveries took place was necessarily, 
in effect, charged against the dividends distributed to policyholders of that era, 
except to the extent that there was a slowing down in the accumulation of sur- 
plus in proportion to the growth of the companies. The experience of this decade 
would seem to demonstrate conclusively the wisdom of building up asset reserves 
which would cushion losses, or apparent losses, in such periods. 

The study, which covered the years 1907-1952, inclusive, showed further that 
the composite operations of the 6 companies resulted in net capital gains in 20 
vears and net capital losses, including writedowns, in 26 years. It showed that 
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Not only does the surplus limitation to which many companies 
are subject mean that a wide drop in the value of the assets alone 
might spell complete disaster, but it also means that, even under 
much less extreme conditions, the management of a company will 
necessarily be concerned with any surplus fluctuations on the down 
side. In other words, the surplus that is permissible must be, from 
the standpoint of management, a solid surplus. This consideration 
also makes it imperative that a sound and conservative method be 
provided for asset valuation in order to protect the surplus that 
companies are permitted to hold. If such a method is not provided, 
a strongly restrictive psychological climate results, conditioning both 
investment and dividend policies. Asset reserves, soundly conceived, 
afford such protection. 


THE PRESENT SECURITIES RESERVE 


1. Function and Size 


Turning now to the present securities reserve, one interesting ques- 
tion which arises is whether the maximum reserve which is being estab- 
lished approximates a proper figure. This depends, first, on what the 
reserve is intended to be used for when it is fully established and, 
second, on whether the formula now prescribed will, in fact, produce a 
reserve sufficient for the intended purpose. 


There are several possible uses of a securities reserve:** 


—To absorb actual losses only. It could be urged that it be solely a 
loss reserve in the sense that only actually realized losses would be 
charged against it. If it were such a reserve, a decision would have to 
be reached as to when a loss is actually realized on a security which a 
life insurance company continues to hold. Defaults in interest payments 
and even on principal may occur during reorganization, but the loss 
may not be definitely established until new securities are issued and, 


dividends were decreased in 9 of the 25 years of capital losses (excluding 1907, since 
1906 dividends were not available), but in only 1 of the 20 years of capital gains. 
The average annual increase in dividend allotments during the years of capital loss, 
reflecting the strong, long-term upward growth trend was 6%. For the years of 
capital gain, however, it was 16.4%. My statistician asserts — not being one, I 
take his word for it — that the difference between these two rates of average 
increase can be shown by statistical methods to be too great to reflect the results 
of chance alone. 

38. In this paper, except where the text clearly indicates that the accumulation 
or use of the reserve discussed relates to the transition period while the reserve 
is being accumulated, the text is intended to relate to the use of the reserve after 
it has been fully accumulated. 
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even then, if some are in the form of stocks or income securities, there 
may be some recovery later. Moreover, however, this question might be 
resolved, if only actually realized losses were charged against the reserve 
this would almost necessarily mean that until a loss was so charged, 
the security would continue to be carried at amortized value despite the 
occurrence of a default. The only alternative would require charging 
any prior writedown against current earnings or surplus, which would 
be entirely contrary to the objective of stabilizing asset values. Con- 
tinuing to carry defaulted securities at amortized values might be 
justified by the existence of a reserve which was deemed adequate to 
absorb whatever losses were ultimately realized. Such a concept of the 
reserve would have the merit of avoiding any understatement of the 
long-term investment value of securities portfolios, but it would cer- 
tainly be a minimum concept. It is not the type of reserve which was 
recommended by the Joint Committee of the industry nor is it the type 
of reserve provided for by the resolutions of the N.A.I.C. Both the 
industry recommendations and the N.A.I.C. resolutions contemplate 
that some unrealized losses will be charged against the reserve. 


—To absorb all fluctuations. At the other extreme would be a reserve 
against which all fluctuations in market value could be charged, or all 
fluctuations of securities which did not meet the old amortization tests 
If such a reserve were provided, it would have to be large enough to 
absorb, on the basis of the 1940 market values of defaulted and below 
rating bonds included in the Corporate Bond Research Project figures, 
approximately 50% of the face value of all defaulted and below rating 
securities when, again according to these figures, the writedowns were 
almost 234 times the actual losses. This would mean the abandonment 
of the concept of valuing securities at something approximating long- 
term investment values and would result in very pronounced and perma- 
nent understatement of the value of a company’s securities portfolio.*® 


—To absorb losses and some fluctuations in addition. The concept of 
the reserve which is now provided for in the N.A.I.C. resolutions is 
that it is to be chargeable not only with actually realized losses but 
also with some fluctuations. So far as I know, no one has seriously con- 
tended that securities which have defaulted in either interest or prin- 
cipal payments should not be written down to market value. If the 
reserve is truly to stabilize values and to prevent charges for losses and 
writedowns from being made against current earnings or surplus in a 
depression, it must, therefore, be large enough to absorb writedowns 


39. It is assumed that writeups on recovery would be applied to rebuilding 
the reserve, as writeups are now being applied to building it up initially 
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on issues going into default. As previously noted, on the basis of the 
Corporate Bond Research Project figures, this would seem to provide 
not only an adequate reserve to absorb actual losses but also something 
like a 50% margin, since the record indicates that in a broadly diversi- 
fied portfolio the ultimate losses on both defaulted securities and those 
below rating will be less, by something like that amount, than the 
writedowns on the defaulted issues alone at the bottom of the down- 
swing.*® 


Difference between industry recommendation and N.A.1.C. action. 
The industry recommendation differed from the N.A.I.C. action in that 
the industry contemplated that all securities which had not defaulted 
as to principal or interest payments would be carried at amortized 
values, whereas the N.A.I.C. provided that securities not actually in 
default, but which failed to meet the tests required to qualify them as 
bonds of the second class should also be written down to market. These 
writedowns are presumably*! also chargeable against the reserve but, al- 
though a reserve which could absorb writedowns on bonds not going 
into default would necessarily have to be larger than a reserve which 
was only required to absorb writedowns on those going into default, 
no action was taken to increase correspondingly the size of the reserve 
which the Joint Committee had recommended.*? The action of the 
Commissioners, nevertheless, appears to contemplate providing a wider 
margin above actual losses than did the recommendations of the in- 
dustry. 


Even though, strictly speaking, the long-term investment value 
of a securities portfolio would be correctly stated if, in prosperous times, 
a reserve was provided which would absorb only actual losses, some 
margin in the reserve beyond this would seem wise and probably actu- 


40. Supra, p. 22. 

41. So far, however, the NAIC’s action relates only to the transition period 
during which the initial accumulation is taking place, and this action limited 
charges against the reserve in order to build it up more rapidly. 

42. There was a difference in the amount of the total reserve under the Joint 
Committee’s recommendation and under the NAIC’s action, because under the 
Joint Committee’s recommendation all bonds not in default would accumulate a 
20% reserve against their amortized value, whereas under the NAIC’s action 
bonds in the intermediate class would accumulate a 20% reserve against only 
their market value, but in addition bonds in default would also accumulate a 
20% reserve against their market value (stocks would also accumulate a 
reserve at this rate, but the reserve would also absorb losses and writedowns 
on stocks). There have also been important refinements of tests determining 
whether bonds will be classified in the first or second classes. The differences 
do not seem designed, however, to effectuate an increase in the reserve which 
corresponds to the increase needed to absorb charges for writedowns on the 
intermediate class. 
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ally required. This is because in the depth of a depression there will 
be serious impairments in some securities which have not ripened, and 
which do not in fact ripen, into actual losses. The life insurance busi- 
ness is a fiduciary business and prudence would seem to require that 
some provision by way of reserve be made against such impairments, 
although it could be argued that this should be treated as a function 
of surplus. 


At any rate the industry and the N.A.I.C. seem to agree on the 
need for a margin of safety. The difference between them lies in the 
size of the margin which should be established. The question is one on 
which there can well be differences of opinion. 


On the one hand, it must be borne in mind that during a de- 
pression no one, of course, knows how long the depression will last nor 
when the bottom has been reached. If, in the course of a depression, 
writedowns of issues going into default have been charged against the 
securities reserve and if it is only adequate to absorb these writedowns, 
would the companies and regulatory authorities be willing to permit 
all securities not actually in default as to principal or interest payments 
to be carried at amortized values? Would they be willing to do this 
despite the fact that there is then no cushion of existing reserve to 
justify carrying at amortized values issues which in the light of pre- 
yailing conditions might be regarded as likely to default if the de- 
pression continues? The only justifications which could be pointed to 
at such a time would be the annual additions which the companies 
would then be making toward rebuilding their reserves and the expecta- 
tion of recovery in values which past experience indicated. If the 
answers to the above questions are in the negative, then either the initial 
aim should be to make the reserve large enough to provide whatever 
cushion is required, or else the decision should be made that when all 
established reserves have been absorbed in a depression, depression 
earnings or surplus will be drawn on to meet any additional writedowns 
which are then deemed necessary. 


On the other hand, to provide a larger reserve than is considered 
necessary to absorb writedowns on defaulted issues alone, and no 
others, would seem adequate, on the basis of available data covering 
past experience, to absorb all the actual losses which would occur with 
a rather substantial margin to spare. Any greater amount in the re- 
serve would seem to lead to a greater, and possibly fairly substantial, 
understatement of asset values on a more or less permanent basis. It 
may be open to debate whether the situation which would exist in a 
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depression would not justify some such additional understatement, but 
it seems clear that the intermediate class of securities should be kept 
within limits and not allowed to grow during the pressures which are 
likely to accompany a depression to a size which would virtually nullify 
the entire effort to stabilize values. 


Additional light on this whole question might be thrown by still 
further statistical studies on the behavior of market prices of securities 
in default and their relation to actual losses.4* There seems good reason 
to believe that the market prices of defaulted securities may be expected 
as a general rule to go below the amount of actual recovery. In the first 
place, the very fact of default in interest payments not only makes the 
defaulted securities less attractive to a great many investors, but in- 
stitutional investors are generally prohibited by law from buying them. 
The market price probably also discounts the actual loss of income.** 
Consequently, further analysis of statistical material might tend to 
substantiate the view that writedowns of defaulted securities alone 
will provide an adequate margin. In any event, it would seem well to 
arrive at a conclusion as to what margin should be aimed at deliber- 
ately, with full appreciation of what is involved and without the pres- 
sures and psychology which are likely to exist during a period of de- 
pression. 


The Order of Difference in Size of Reserve for Corporate 
Securities Resulting from Different Concepts of Function 


The order of the differences in the size of reserve required for these 
different purposes may be illustrated very roughly by some calculations 
based on figures from the Corporate Bond Research Project study and 
the 52 company questionnaire referred to above. 


43. It will be noted that the figures in the Corporate Bond Research Project 
study showed the losses and writedowns reaching their maximum in 1940 and that 
those in the 52 company questionnaire showed losses and writedowns of life insur- 
ance companies reaching their maximum in 1942. In any additional studies, it might 
be interesting to see whether there is a corresponding time lag between the depth of 
the economic depression and the bottom of the market. This might have an im- 
portant bearing on the discussion in the two preceding paragraphs. 

44. It is assumed in this paper that reserves for any type of asset will not 
make provision for losses of earnings, but that such losses will simply reduce 
earnings when they occur. The reserves contemplated are reserves for capital losses 
only. Perhaps it might be argued that companies which issue contracts requiring 
them to earn a specified rate on the insurance reserves for those contracts should 
make provision for losses in earnings. Neither the securities reserve recommended 
by the Joint Committee nor that required by the Commissioners makes provision 
for such losses, however, and experience has not demonstrated a need to reserve 
against them. 
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The estimated total loss of $1.9 billions on the total bond portfolio 
of $23.3 billions studied in the Corporate Bond Research Project would 
call for a reserve of something over 8%. The maximum writedown on 
defaulted issues, $2.9 billions, would call for a reserve of approximately 
12%2%. The total maximum writedown of defaulted issues and those 
below rating, $5.1 billions, would require a reserve of more than 20% 
The ratio between the maximum portion of the total Corporate Bond 
Research Project portfolio in default and below rating, 44%, and the 
maximum portion of the 52 company corporate bond portfolio, 9%, is 
between 4 and 5 to 1. If this ratio were applied to the reserve percent- 
ages required for the Corporate Bond Research Project portfolio, it would 
mean that for the life insurance companies a reserve sufficient to absorb 
only actual losses would have been in the neighborhood of 2%, to 
absorb writedowns on defaulted securities in the neighborhood of 3% 
and to absorb all writedowns, 5%. On the basis of these very rough cal- 
culations, therefore, if the securities reserve established by the Commis- 
sioners is to absorb writedowns on defaulted issues and some others, 
but a much more limited number than those in the old “below rating” 
category, it would seem to require, for corporate bonds, a maximum 
reserve of something above 3% but less than 5%. (It should be em- 
phasized that the figures in this paragraph are not intended to indicate 
anything in relation to the size of the reserve which should be estab- 
lished for the industry, but only to show the order of differences which 
different applications of the reserve may be expected to involve. The 
figures are very rough. They relate only to corporate bonds, whereas for 
the purposes of the present securities reserve U. S. Government bonds, 
Canadians, bonds of States and bonds of political subdivisions are all 
included as bonds of the first class against which 1% is being accumu- 
lated. What is said in the next paragraph is also pertinent.) 


Other Considerations Relating to Size of Reserve 


Before leaving the question of the size of the reserve, it should 
be said that the answer depends upon many considerations. These 
include not only the forming of a judgment on the depth of a future 
depression against which provision should be made (which in turn in- 
volves the general economic condition and structure of the country), 
but on the extent to which changing conditions tend to substantiate 
or require modification of past experience. Thus, in the past 25 years, 
the investment patterns of life insurance companies have changed ma- 
terially. As the volume of life insurance investments has increased more 
rapidly than the volume of long-term private debt, the life insurance 
companies have been going into areas within the permissible class of 
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investments which they had not entered prior to the last Depression. 
Certainly, the volume of industrial securities held is vastly greater than 
it was previously. This is not to say that the Depression performance 
of such securities was worse than that of securities — e.g. railroads — 
which were then heavily invested in by the life insurance companies; *® 
but it does mean that a change has occurred and that the effect of this 
change should be studied. There has been a pronounced trend in the 
direction of investments in smaller corporate units than previously. 
New types of public utility enterprise have been financed to a large 
extent by life insurance investment. New patterns of public instru- 
mentality financing have been developed. Another important change 
has been the increased emphasis placed on the principle of amortization 
of corporate debt, a lesson taught by the last Depression. This prin- 
ciple has taken the form of issues with serial maturities or sinking 
funds. These are the rule now in industrial issues, rather than the ex- 
ception. Many other changes have occurred which may well affect 
the reasonable prospect of loss. The investment area is a very fluid 
one and is, therefore, one which requires constant study of the pos- 
sible effect of the changes which occur on losses and defaults which 
may be expected in another depression. 


It goes without saying that only the future will tell whether the 
reserve provided is large enough. The fact that, after all, prophecy is 
a gift and cannot be captured is no reason for not making the best fore- 
cast possible and, in doing so, attempting to take into account and con- 
sider all factors likely to have a significant influence on the result. 


Size of Securities Reserve now being established 


The next question, or the next portion of the previous ques- 
tion, is whether the formula of providing a reserve of 1% against 
bonds in the first class and 20% on all other securities will produce 
a reserve of the size which is required by the use to which it is to be 
put. This is simply a question of fact, and can only be decided after 
a determination has been made as to the total reserve which is needed. 
There must then be a calculation to decide whether the composite re- 
sulting from a 1% reserve on bonds in the first class and 20% on 
all others will produce the reserve needed. 


No recent figures on the amount the present formula may be ex- 
pected to produce are available. On the basis of the Joint Committee’s 
Report of April 10, 1951, it would have produced a composite reserve 


45. Bell and Fraine, Legal Framework, Trends and Developments in Invest- 
ment Practices of Life Insurance Companies, op. cit. supra, note 5 at 66. 
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on the total bond portfolio of 18 companies studied of approximately 
1.4%. Figures prepared by the staff of the Committee on the Valuation 
of Securities, N.A.I.C. showed a composite reserve, applicable to both 
bonds and stocks, on the basis of December 31, 1951 figures for 60 
companies, of 2.4%. 


2. Transition Period —— Formula for Annual Percentage Additions 


Closely related to this is still another question. This country has 
been in a period of unprecedented prosperity for an unprecedented 
length of time. It may therefore be that many more securities are now 
classified in the first class, and fewer in the second class and the inter- 
mediate class, than would be the case when a depression comes. Cer- 
tainly in a depression it is anticipated that there would be a flow 
of securities into default, and it seems reasonable to suppose that this 
downward flow will reach up into the higher classifications. If this 
should occur, it would mean that during a period of prosperity the 
annual contributions to the reserve required under the existing rules 
might be less than will be required when adverse conditions are en- 
countered. The answer may depend to some extent on the way in 
which the Committee on Valuations administers its classification rules. 


The possibility that this situation might well develop suggests 
that instead of requiring an ultimate reserve of only 1% (with an 
annual contribution of 1/20 of 1% a year) on securities in the first 
class and 20% (with an annual contribution of 1% a year) on all other 
securities, it might be better to require composite percentages of all 
securities both for the ultimate reserve and for the annual additions. 
This would, however, eliminate all differentiation in the reserve based 
on quality of the investments. This would hardly seem desirable. The 
solution might be to fix a composite maximum for the ultimate reserve 
and to fix an annual composite of increment as a minimum, the mini- 
mum to be exceeded, however, if this should be required by applying 
the present formula. Certainly, times of prosperity are not the times 
to have the annual contributions to the reserve at a minimum. 


The foregoing possibility also suggests that a determination as 
to the total amount of the reserve needed must take into account the 
volume of securities likely to fall into the intermediate class when 
a depression strikes. Depressions strike rapidly and decisions on ques- 
tions such as this should not be delayed. 


55766 O—55 16 
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3. Transition Period — Other Problems 


The transition period while the reserve is being built up involves 
a number of problems. Suffice it to say here that, since securities are 
now being valued on a basis which implies the existence of the reserve, 
the emphasis should be placed on building it up as rapidly as possible, 
particularly in times of prosperity. The Commissioners have indicated 
that they are fully aware of this problem and several steps to accelerate 
the build-up have been taken. Care, of course, needs to be taken not to 
place undue hardship on any companies. Moreover, enough flexibility 
should be retained in the hands of the N.A.I.C. so that if a depression 
should occur before it is built up to full strength, or substantially 
full strength, modifications in some of the mandatory requirements or 
in the restrictions on the charging of losses during the period of build- 
up may be made. As a practical matter, it is, of course, highly desir- 
able that any increases in the mandatory annual increments or de- 
creases in the amounts of loss than can be charged against the reserve 
should be announced before the commencement of the fiscal year to 
which they are to apply. 


4. Rigidity of Reserve — Needs of Individual Companies — 
Management Discretion as to Size 


Another question which arises is whether the present rigidity in 
the securities reserve should be retained. So far, we have been dis- 
cussing the question from the very broad standpoint of the industry 
as a whole, and the figures that have been assembled have related 
either to the total volume of corporate bonds outstanding or to the 
aggregate portfolio of 52 companies. Individual companies will almost 
certainly have much less broadly diversified portfolios. The make-up 
of these in an individual company will depend on the investment 
policy that company has followed and, often in fact, will depend on 
the special knowledge which its investment officers acquire in certain 
fields of investment. 


Loss expectancy may well be judged, when further analysis has 
taken place, to vary with the type of securities held. For example, there 
may be a difference between railroad, public utility and industrial 
loss expectancies — the loss experience in the last depression varied 
considerably between these three types of securities.“* The size of the 
issuing corporation may have a bearing on the loss expectancy.*” There 





46, Ibid. 
47. Ibid. 
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is even some indication that the size of an insurance company has some 
bearing on this matter. 


Consequently, the size of the reserve which is required for stabi- 
lizing the value of one company’s securities and absorbing losses and 
writedowns which may be anticipated on the type of investments it has 
may be quite different from the size of the reserve required by an- 
other company. To take one illustration, it would seem that a com- 
pany which had a relatively large proportion of U. S. Government 
bonds would not need as large a reserve as a company which had a 
much smaller proportion, even though the second had the same pro- 
portion of its securities’ portfolio in bonds of the first class (in which 
U. S. Government bonds are also classified). An illustration closer to 
practical operating policy may be supposed, namely, that a company 
would be willing to adopt one investment policy if it were permitted 
to build up a more ample reserve than that which has been made man- 
datory for the whole industry but would conclude that it would not be 
willing to adopt this policy if only the smaller reserve could be held 
The first policy, including the additional reserve which the manage- 
ment would set up — at least until more experience had been developed 
— might be even more conservative (taking the reserve into account) 
than the second policy and might, if successful in the long run, pro- 
duce much better results for the policyholders. But the rigidity of 
the reserve may well limit the discretion of management in the formu- 
lation of an investment policy within the limitations permitted by 
statute. 


It is obvious that any rule made to apply to the whole industry 
must be simple. The present reserve is keyed to only two percentages 
of the values at which securities (and stocks) of all types and grades 
are carried. This gives it its necessary simplicity, but it also gives it 
what seems to be a quality of great rigidity. If it were keyed to yield, 
it would give it greater flexibility and might better recognize those 
differences in risk which could well have the greatest influence on 
potential losses and writedowns. The real difficulty, however, appears to 
lie in devising any rule simple enough to be made applicable to the 
whole industry and expecting it to fill the true needs of the greatly dif- 
fering individual company portfolios. 


Minimum should be fixed by Regulation with Discretion in Management 
to increase this within Reasonable Limits — Analogy to Minimum 
Requirements for Policy Reserves — Regulatory Controls 


For these reasons, it may, therefore, be suggested that the matter 








Zaz TAXATION OF LIFE INSURANCE COMPANIES 


of asset reserves (for this applies to reserves for all types of assets) be 
handled from the regulatory standpoint in the same way as the matter 
of liability reserves is now handled, that is to say, that a minimum be 
established to which all companies would have to conform, but that 
management, which after all has the first responsibility both for the 
successful conduct of the enterprise as well as for maintaining its 
solvency, involving as this does responsibility for formulating and 
carrying out operating policy in relation to both investments and divi- 
dends, be permitted to exceed this minimum to the extent it deems 
advisable. Just as in the handling of liability reserves, so in the handling 
of asset reserves, the regulatory authorities would, of course, have 
authority to prevent circumvention of any surplus limitations which 
may result. There already is, and should be, statutory authority 
which would permit the authorities to insist on greater than minimum 


asset reserves for an individual company which they deem to require 
_ 


It is understandable that while the initial and preliminary steps 
were being taken and both industry and regulatory authorities were 
more or less feeling their way toward inaugurating a new system of 
asset valuation, it might be regarded as desirable that the authorities 
prescribe the exact steps to be taken. However, now that the principles 
to be followed and at least tentative goals have been set, it would seem 
that greater discretion in the hands of management is almost essential. 
So long as the regulatory authorities undertake to place precise limits 
on the amount of reserves which can be accumulated, they are, in effect, 
assuming full responsibility for the correctness of the valuation of the 
asset side of the balance sheet of individual companies — in fact, vir- 
tually guaranteeing it.4° The responsibility here would certainly seem 
to belong to management, subject to such minimum requirements as 
the authorities might deem necessary. In the past, when regulatory 
authorities have also assumed virtually full responsibility for the asset 
side of the balance sheet, they have been forced, when adverse con- 
ditions set in, to resort to the device of substituting values which, in 


48. eg., N. Y. Ins. Law, §91. 

49. It seems somewhat anomalous that this should be the case in a field of 
valuation in which past experience and available statistical information furnish 
so uncertain a guide. In the field of the valuation of liabilities, there is far more 
statistical material available on the experience of the past. There will, of course, 
always be wide room for legitimate differences of opinion on what the future 
may hold, what future trends will be in mortality, expenses and the interest rate. 
The law wisely recognizes this and expressly grants company managements great 
latitude in the valuation of their liabilities, subject to minimum standards 
which the law prescribes. See, for example, §205 of the New York Insurance Law. 
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the last analysis, they have themselves determined by necessarily arbi- 
trary methods for actual market values. 


It is easy to see, especially in the light of hindsight, that this 
action of the authorities, however necessary under the circumstances 
and however justified by the outcome, was inevitable under the 
old system of limited surplus and extensive reliance on market values 
in times of stress. Experience proved that that system could work in 
times of stress only when resort was taken to arbitrary action. But 
it cannot be overlooked that it was a part of that system to impose 
mandatorily a single set of rules for valuation applicable to the whole 
industry, with none of the flexibility and accommodation to the needs 
of individual company situations which the placing of at least some 
responsibility and corresponding discretion in the hands of company 
management always provides. It is, therefore, easy to surmise that, even 
though the system is vastly improved by the introduction of a securi- 
ties reserve, the use of a single set of rules fixing the amount of that 
reserve (necessarily in the last analysis an arbitrary determination) 
and making this apply to every company in the industry may, unless 
the reserve is established on an ultra-conservative basis, lead to a need 
for further arbitrary action later. If it did, it would simply be another 
illustration of what has become so familiar, namely, that one rigid 
control on industry sooner or later breeds others. This is another argu- 
ment which would support the imposition by the regulatory authorities 
simply of an industry minimum, leaving discretion to exceed — or 
possibly in extreme cases to reduce — the amount prescribed, always 
within the limitations placed by other relevant laws. 


This accords with Basic Concepts of Regulatory and Management 
Functions and the Line between Them 


This also accords with basic concepts. Certainly one of the prime 
functions, if not indeed the prime function, of all State regulation 
of all financial institutions, including insurance companies, is to 
assure solvency, to protect the public from paying over its monies to 
unsound companies. Similarly, it is a prime function of the manage- 
ment of a financial institution to keep the institution solvent no matter 
what economic storms it may have to weather or when those storms 
may strike. The valuation of investment portfolios, intimately related 
to the financial condition of a company, is, therefore, an area in which 
it would seem that both regulatory authorities and management should 
have important responsibilities and should be expected to act with an 
identical objective. The precise valuation of investments on a long- 
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range basis is a matter on which judgments of different persons will 
almost certainly differ. Obviously, the regulatory authority cannot ful- 
fill its responsibility to the public, with which it is charged by law, 
if in all cases it simply accepts the valuations of management. On 
the other hand, regulation is not intended, under the American system 
of free enterprise, to substitute its judgment for that of management, 
but to step in only when this is necessary to protect and safeguard a 
public interest. This very fundamental principle was referred to by the 
Superintendent of Insurance of New York State a year ago in an ad- 
dress to the Fourth Hemispheric Insurance Conference.®® Applied con- 
cretely to the present problem, it would seem that the line between the 
proper functions of management and regulatory authorities would be 
properly drawn if, within those limits in which judgments may rea- 
sonably differ, management should be free to act as it believes the sit- 
uation with which it is intimately familiar and for whose soundness and 
success it is directly responsible requires. The regulatory authorities 
would step in only when these limits were exceeded. (This is entirely 
consistent with the establishment of a minimum reserve requirement 
in the case of assets, as in the case of liabilities). If such basic prin- 
ciples are followed, no conflicts should arise and the best interests 
of the public and of freely competitive enterprise (in the main- 
tenance of which the public has a most vital interest) would be served. 


5. Management Discretion — to Accelerate Build-up 


On this same general point, it would seem that during the period 
of transition, while asset reserves are being built up from scratch, 
management should also have more discretion than it has. The Com- 
missioners must, of course, take responsibility for establishing the 
amounts which companies will be mandatorily required to place in 
the reserves. In doing so, they necessarily have to fix figures which they 
believe every company in the industry can stand. There seems no 
good reason why, having decided a certain reserve is needed, they 





50. The Weekly Underwriter, vol. 167, 640 (September 13, 1952). If this 
salutary principle is not followed in practice, there can be interference with im- 
portant management functions. That this is not fanciful is indicated by a passage 
from a recent treatise on National Transportation Policy, by Charles L. Dearing 
and Wilford Owen, sponsored and published in 1950 by the Brookings Institution. 
In this treatise, there is a section devoted to Intrusion of Regulation into Func- 
tions of Management, in which it is stated, at page 372: 

“Some of these (regulatory) controls reach deeply into the functions 
of business management, creating divided responsibility and undesirable 
government interference. ***the Interstate Commerce Commission since 
1920 has assumed some of the most important functions of private 
management.” 
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should not permit, as the Joint Committee recommended, the com- 
panies to exercise their own discretion towards accelerating the build- 
up. The action taken in June 1953, permitting voluntary additions to 
the reserve equal to one year’s mandatory percentage addition on bonds 
of all classes, was a step in this direction, but did not go the whole way. 


There is no inconsistency between giving company managements 
discretion in the matter of the initial build-up of the reserve and the 
principle, referred to on page 25, supra, of providing for losses grad- 
ually. The existence of asset reserves will enable managements to make 
this gradual provision over the long range. At the time of initial build- 
up, it would, of course, be desirable to follow the same gradual course, 
and to the extent that this seems prudent, managements will doubtless 
do so. But it would seem that this is a matter in which discretion is 
needed. No one can guarantee the number of years the companies will 
have to get their reserves built up to a point where they will be ade- 
quate to smooth out the declines of the next economic downswing. 
We know that we have enjoyed an exceptionally long period of pros- 
perity. This is not to forecast another depression in the immediate or 
even near future, but the period of build-up through the mandatory 
and presently permissive percentage additions will be fairly long. For 
some companies, profits and writeups may so greatly exceed charge- 
able losses and writedowns that the period will be accelerated, but 
this may not be true for other companies. Only the future will tell. One 
thing that is certain is that we are still enjoying prosperity earnings 
which are better able to provide for losses than would be the earnings 
when the cycle is lower. Moreover, the building up of a securities re- 
serve cannot be isolated from the other company operations. No addi- 
tions are now being made, so far as is known, to a reserve for mortgage 
loans, which at the end of 1952 constituted 29%"! of the assets of the 
industry. Furthermore, in recent years a considerable portion of the 
industry has been engaged in a program to strengthen policy and other 
liability reserves. The initial build-up of the securities reserve may 
well depend, for an individual company, somewhat on its relation to 
such other programs. It seems highly unlikely that any company would 
cut its dividend scale to build up its securities reserve in an unduly 
short time, simply because it has been given discretion in the matter. 
Competition is still a powerful force. The choice is really one between 
placing reliance in rigid and restrictive rules and regulations even in 
matters of detail and allowing the responsible managements of the 
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companies to use their judgments in matters intimately connected and 
interwoven with over-all company operations. 


MORTGAGE LOAN RESERVE 


Some of the considerations relating to a reserve for mortgage loans 
were discussed earlier at pages 10 to 11 and 23 to 26. But the problem 
may now be taken up in a little more detail. 


Historically, for reasons already indicated, there has been a pro- 
nounced difference in the valuation of mortgage loans secured by real 
estate and the valuation of securities. Mortgage loans were valued, 
immediately following the Armstrong Investigation, at cost so long 
as they were not actually in default. During the Depression, when 
defaults occurred or adjustments were made in interest on mortgages 
because they were unable to meet contract rates, and even where there 
was neither adjustment in interest rates nor default but where current 
appraisals showed that the value of the security was below (or at 
least in the case of purchase money mortgages, not much above®?) 
the outstanding principal of the mortgage, writedowns to appraised 
value, or some percentage of it, or the setting up of reserves represent- 
ing the difference between the appraised value of the security and the 
outstanding principal, were required or permitted by regulatory auth- 
orities, but no over-all policy was formulated as in the case of securi- 
ties valuation. 


Mortgage loans, that is to say, loans to individuals or to corpora- 
tions, which, whoever the borrower may be, are made on the strength 
of mortgages on real estate having an appraised value affording the stat- 
utory margin of security above the amount of the loan, are in essential 
respects similar to corporate obligations classified as securities. There 
are, of course, a number of differences. Formerly, mortgage loans were 
usually made for periods of 3 to 5 years (though often renewed for 
periods up to 5 years without reappraisal), but now this difference is 
disappearing. Most are made for periods of not less than 10 years 
and many for periods of 15 and 20 years and even longer, although, as 
in the case of industrial corporate obligations, the principle of amorti- 
zation, or serial maturity is now prevalent. There is some difference in 
the basis for lending, depending on the type of mortgage loan and the 
type of corporate obligation. In corporate obligations and in mortgage 
loans on commercial and industrial properties whether the borrower is a 
corporation or an individual, earning power is always important and this 
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involves the question of management. In mortgage loans on dwellings, 
however, the predominant question is one of saleability of the security. 
The differences, however, are not as significant as the fact that in both 
types of obligations the investor may, by the terms of the instrument, 
expect to receive fixed interest payments and repayment of the face 
amount at a definite maturity. Furthermore, on the basis of all past 
experience, there will be some obligations of each type in which this 
expectation is not realized — i.e. there will be some loss experienced 


In the case of mortgage loans, therefore, just as in the case of cor- 
porate obligations, provision should be made over a long periud of 
time for taking care of these losses through the establishment of asset 
reserves. If this principle is sound as applied to bonds, it is equally 
sound as applied to mortgage loans, although the experience may be 
different and, therefore, both the amount of the ultimate reserve and the 
rate of accumulation may be different. Indeed, since mortgage loans 
are generally a less liquid form of investment than securities and are 
therefore even more likely than securities to be held until maturity or 
default, there is greater reason to value them on a long-term investment 
basis. 


Mortgage loans have fluctuated in value perhaps more than is 
generally realized. Over the past few years a number of studies have 
appeared which have traced the loss records of mortgage loans of 
various types made by institutions such as life insurance companies, 
savings banks and commercial banks. These include “Urban Mortgage 
Lending By Life Insurance Companies” by Professor R. J. Saulnier of 
Columbia University, National Bureau of Economic Research, 1950; 
“Commercial Bank Activities in Urban Mortgage Financing” by Carl 
F. Behrens, Federal Deposit Insurance Corporation, National Bureau of 
Economic Research, 1952; “Mutual Savings Banks in the Savings and 
Mortgage Markets” by Professor John Lintner of Harvard University, 
Boston, 1948; “History and Policies of the Home Owners Loan Cor- 
poration” by Professor C. Lowell Harris of Columbia University, Na- 
tional Bureau of Economic Research, 1951; “A Mortgage Analysis, 
1906-1934” by Edgar A. Lodge of Home Title Guaranty Company, 
New York, 1935; and “Urban Real Estate Markets; Characteristics 
and Financing” by Professor Ernest M. Fisher of Columbia University, 
National Bureau of Economic Research, 1951. 


A study made by the Research Division of Mutual of New York 
of the experience of net capital losses for 14 life insurance companies, 
including losses realized on sales, writedowns, and changes in assets not 
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admitted — but not including reserves — expressed as a percentage 
of assets held in each form on December 31, 1931 showed that: 


(a) For securities, the cumulative net capital loss reached its maxi- 
mum at the end of 1940 and represented 7.6% of the holdings 
at the start of the period. 


(b) For real estate and mortgages combined, the maximum net 
capital loss was reached at the end of 1944 and, at this point, 
represented 6.3% of the portfolio at the start of the period. 


The loss figures for the two types of assets were thus not materially 
different, though changes in conditions could affect this relationship 
for the future. 


There are wide differences in the kinds of mortgage loans and the 
losses which may be expected, for example, between F.H.A. and V.A. in- 
sured and guaranteed loans, on the one hand, and loans of a con- 
ventional type, on the other. There are also wide differences in the 
losses which have been experienced on dwelling loans from those 
which have been experienced on large commercial properties; and, here 
again, these differences should be taken into account in the amount of 
reserves accumulated. Perhaps these differences may be recognized by 
some composite figure; the discussion of this subject in relation to se- 
curities reserves is equally applicable here. 


The essential principles governing the use of the mortgage loan 
reserve should be largely the same as those governing the securities 
reserve, though there will be some differences due to the different nature 
of the assets. For example, the question may well arise as to the rela- 
tionship which has existed between the ultimate recovery after fore- 
closure and the appraised value at time of default, interest adjust- 
ment or other impairment of the security. Another type of question 
may be how to handle defaults on farm mortgages in years of crop 
failure where both lending policy of the life insurance company and 
appraisal of the property may be based on the normal income-produc- 
ing capacity of the property with due allowance for bad crop years. 
Questions such as these would seem, however, much less important than 
those relating to loss experience and loss expectancy. 


It is interesting to note the comment of one student of the sub- 
ject on the influence during the past Depression of the absence of ade- 
quate mortgage loan reserves. This comment by Prof. John Lintner, of 
the Harvard Business School, was directed specifically to the experi- 
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ence of Massachusetts savings banks. In his book, which has just been 
referred to, he wrote at Page 292: 


“The banks had gone into the depression with no valuation 
reserves out of which to absorb the net losses that subsequently 
developed on mortgage assets, and as a consequence these losses 
could be charged off only against current earnings and the sur- 
plus account. But the amount of book surplus was a published 
figure, and in a period of widespread distress and distrust of banks 
and bankers there was an almost universal) reluctance to show any 
reduction in reported surplus figures.” 


Professor Lintner found that this situation led to the adoption of 
investment policies, which he considered undesirable, relating to such 
matters as the disposition and retention of properties, the timing of 
foreclosures and the taking of purchase money mortgages, all designed 
to limit and delay the acceptance of losses. 


RESERVES FOR STOCKS 


That there is now a great deal of interest in institutional and 
fiduciary investment in stocks, common as well as preferred, is illus- 
trated by the publication this last June of a book entitled ‘Equity 
Investing by Mutual Savings Banks’, by August Ihlefeld, President 
of the Savings Banks Trust Company, of New York. The extent to 
which university endowment funds, investment trusts and pension funds 
have invested in stocks are other indications of the trend in this direc- 
tion. Trust funds in New York have been permitted by law since 1950 
to invest up to 35% of their assets in stocks, preferred or common;** 
and about a year ago the Teachers Insurance and Annuity Association 
launched its variable annuity plan which contemplates investments 
of up to 50% of annuity reserves in common stocks.** 


Before life insurance companies can invest in stocks, preferred or 
common, to any substantial extent, however, a method which provides 
much greater stability in the valuation of stocks than is now per- 
mitted will have to be devised. Under existing rules, those companies 
which are subject to a statutory limitation on surplus are now held 
in a vise by the requirements (a) of market prices of December 31, 
(b) of the limitation on surplus, and (c) of departmental requirements 
that any reserves which may be established for stocks must be treated 


53. N. Y. Pers. Prop. Law §21. 
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as a part of surplus, except to the limited extent to which this was 
changed by the 1951 and 1953 resolutions of the N.A.I.C. These permit 
the setting aside in the reserve each year, through 1953, of 1% of the 
asset value of stocks as of the end of the year, but this cannot be 
matched by a voluntary 1% addition, as can be done in the case of 
bonds. Profits, realized and unrealized, must be added, but 50% of 
losses, realized or unrealized, must be charged against it, with no floor 
under the amount of the charge, which can even, within limits, reduce 
the part of the reserve built up by increments based on bond holdings. 
The reserve, therefore, cannot as yet be said to rest on a very solid 
or certain foundation, and its growth will be slow except as accelerated 
by market appreciation. 


Preferred stocks have been permissable investments for practically 
all insurance companies since the 1920s and common stocks became 
permissible within narrower limits mainly during the 1940s and 1950s. 
However, in the latest Joint Investment Bulletin of the A.L.C. and 
L.I.A.A., No. 191, September 30, 1953, it is shown that the total of 
stocks, preferred and common, held by 49 companies with 88% of the 
assets of the industry, as of August 31, 1953 was only 2.8% of total 
assets. This may be compared with investments by British life insurance 
companies, which are free to set up such reserves as they deem necessary. 
Most of the 22 shown in the 27th Annual Life Assurance Number of 
The Review, November 21, 1952 (Page 1127) held more than 10% 
of their assets in preference and ordinary shares in 1950 and 1951, 
many held over 20% and some held above 30%. 


It would, of course, be impossible to ascertain and weigh all of 
the reasons which have led those responsible for the investment poli- 
cies of life insurance companies in this country to invest such a small 
amount in stocks. There are doubtless several reasons and they have 
doubtless weighed differently with different managements. It is un- 
questionably true, however, that the method of valuing stocks has in- 
fluenced the thinking of management. I know that this is so in cases 
of which I have personal knowledge and I imagine that the influence 
of the valuation method pervades the industry. On reflection, it would 
seem that it could not be otherwise, because every investment officer 
and committee formulating investment policy knows the market fluc- 
tuations to which stocks are subject and must calculate the extent to 
which such fluctuations may decrease a surplus very seldom more than 
10% of assets and often substantially less. This would be the case 
whether a company is subject to the surplus limitation laws or not. 
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A 10% drop — not very much — in the market prices of stocks ag- 
gregating only 5% of total assets would take over 12% off surplus 
(keyed as it is to policy liabilities rather than assets). Investment of- 
ficers and committees must think twice before they will invest much in 
a form of investment which can never be large, but which, because of 
the fluctuations in this single type of investment alone, can so easily 
reduce surplus to such an extent. This is a clear instance in which the 
lack of a better system of valuation has placed a very definite practical 
limit on management discretion. 


It may well also have been an influence on the amount of stock 
financing. There are, of course, other factors, such as tax advantages, 
the advantages of debt obligations in the cost of money, less now than 
formerly, and the dilution of ownership, which an issuer takes into ac- 
count in selecting a medium of financing. It is also true, however, that 
at any time, and particularly in periods of higher interest rates, what 
the market wants has an influence on the form of financing industry 
does. The investment policies of institutional investors may well in- 
fluence the supply of stocks, especially preferred stocks, available. 


One method of accumulating a reserve for stocks would be to set 
aside the earnings in excess of the rate required on a company’s con- 
tracts, or the earnings in excess of the earnings on other investments. 
This could well provide an annual addition to the reserve of from 
2% to 3% of the cost of the stock portfolios. Even so, it would take 
a fairly long time to build up a substantial reserve and the companies 
would probably proceed by starting out slowly, gradually widening the 
portfolio as the reserve accumulated. The important thing, it would 
seem, is to get started. From this standpoint, it is fortunate we are 
engaged in a long-term business, because a mere change in regulation 
will long precede the accumulation of conservative reserves, — unless 
they happen to be built up in part by increases in market values. 


Various proposals to meet the valuation situation have been made. 
In 1945, the Investment Research Committee of the Life Insurance As- 
sociation of America®® made a proposal regarding preferred stocks. 
This was limited to preferred stocks which yielded not mor2 than a 
prescribed ratio above the yield on a selected list of high grade pre- 
ferreds. As to preferreds which met this test, it was proposed that one- 
fifth of the difference between the market value of the stock at the 
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end of the previous year and its value for the year for which the 
financial statement was made should be added to or subtracted from, 
as the case might be, the previous year’s market value. This came 
to be called the “average market value method.” This proposal did 
not involve the use of reserves for the selected list, but, on the other 
hand, it did not suggest a method for stabilizing the value of preferreds 
which did not meet the yield test or of commons. It could certainly 
be made applicable to a wider range of preferreds than that contem- 
plated in the proposal then made if a reserve was also provided. It 
might also be adapted to commons. 


Stocks, as already pointed out (page 24, supra) of course, differ 
fundamentally from bonds and other debt obligations in that stocks 
generally have no maturity date and their value, even on a long term 
basis, is therefore more closely related to market, at least to market 
trends. This last is particularly true of common stocks whose value is 
generally directly related to trends which over the long term are re- 
flected in market values. The idea of having adjustments, within a 
range which financial statements could stand, made each year in the 
direction of market changes would seem to have a good deal to be said 
for it, particularly if some reserve is provided to make up for any 
long-term lag between the financial statement value and market value, 
as well as, of course, to absorb actual losses which might be suffered. 


The so-called Canadian method, adopted in 1951 by the Associa- 
tion of Superintendents of Insurance of the Provinces of Canada under 
the terms of The Canadian and British Insurance Companies Act, 1932, 
is in some respects similar to the Investment Research Committee’s 
1945 proposal. It differs, however, in that (1) it applies to both pre- 
ferred and common stocks, (2) it contains no limitation on its applica- 
tion based on yield, but it may not be applied to stocks of corporations 
‘in receivership or similar status”, (3) it requires an adjustment in the 
statement value of stocks of 1/5 of the difference between current 
market values and statement values only on the downside, and (4) it 
requires the adjustment only where the aggregate of the market values 
of all stocks held is below the aggregate of the statement values and 
there is ho provision permitting aggregate writeups. It permits the 
aggregate adjustment to be made through changes in the statement 
values of individual stocks in the discretion of the individual company, 
but provides that no writeup in any individual stock may be made 
without authorization from the Superintendent of Insurance. 


The Joint Committee’s Report of April 10, 1951 recommended that 
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preferred stocks not in default and yielding not in excess of 2% 
in excess of the average yield on a selected list of preferred stocks 
adopted by the Committee on Valuation of Securities, N.A.I.C., and 
preferred stocks of equivalent quality which had no public quotations, 
be treated on the same basis as bonds of the first class and that all 
other preferreds which were not in default be treated as bonds of the 
second class. Broadly speaking, all of these preferreds were to be car- 
ried at cost or at cost amortized over a 50 year period to a price pro- 
ducing a 5% current yield. On going into default, writedowns to market 
were to be charged against the reserve. This suggestion doubtless recog- 
nized that, despite the absence of a maturity, preferred stocks may be 
expected to have market values which, on a long-range basis, are 
fairly close to par, subject to changes in interest rates and, of course, 
to a certain volume of losses. The letter of the Chairman of the Com- 
mittee accompanying the Report stated that, while the Committee 
preferred this method of valuation, it would see no objection to the 
use, as an alternative, of the so-called “average market value” method 
along the general lines proposed by the Investment Research Committee 
in 1945 if the Commissioners desired.*® 


The Joint Committee made no recommendation for stabilizing 
common stocks. 


A less formal suggestion has been made, however, that common 
stocks also be carried at cost, after provision of whatever reserve is 
deemed to be adequate. This suggestion also recognizes that the market 
value of common stocks as a whole has been upward over a very long 
period of time. There have, of course, been very violent fluctuations 
in value, and for this reason this suggestion contemplates that the re- 
serve established will be substantial. 


A slightly different suggestion is that a reserve be provided for 
common stocks amounting to possibly 50% of whatever their market 
value happens to be at any time, but that instead of being carried at 
cost, they be carried at market value, all fluctuations being charged 
against the reserve. Whenever such a reserve is used up, fluctuations 
would, as before, have to be charged against surplus.5? 


Although no method has yet received the approval of the N.A.I.C., 
they have indicated, by providing for commencing to accumulate a re- 








56. Report of Joint Committee, op. cit. supra, note 3, at 3 and app. III of 
Report. 
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supra, note 36. 








244 TAXATION OF LIFE INSURANCE COMPANIES 


serve based on a percentage of the asset value at the end of the previous 
year of stocks, preferred and common, that a reserve is expected to play 
some part in the method of stabilization ultimately adopted. Their latest 
action was avowedly tentative and applied only to 1953, but it is most 
encouraging to find that this problem is now receiving active consider- 
ation. Reserves can be built up only over time and the sooner the ac- 
cumulation is commenced, the sooner will they serve the ends which 
they are designed to accomplish. Details as to their use and even their 
size can be filled in later, though the general pattern should not be dif- 
ficult to formulate in view of the great progress already made. 


CONCLUSION 


I hope that if this paper succeeds in doing nothing else, it will 
succeed in stimulating some further discussion of a subject which is 
very much alive today and which I think can have an important in- 
fluence on our business. 


As I have already said, great strides were made, first, in the action 
of the N.A.I.C. in December 1951 when the principle of a securities 
reserve was adopted and the initial rules laid down and, second, in 
the much further refinement of those rules in June of 1953. This was 
preceded by much work and thought on the part of industry commit- 
tees over a very much longer period of time. The progress made has 
been very real and has been, of course, made through the cooperative 
efforts of the regulatory authorities and the industry. 


The questions on the securities reserve which remain — as all 
concerned recognize — are important. Some of them need much fur- 
ther research and debate. One danger is, it seems to me, that if these 
questions, especially those relating to the size and use of the reserve, 
are not decided correctly, and with a full appreciation of what is in- 
volved, the new system may not work during its first real test as it is 
expected to work and as it is capable of working, and this may dis- 
credit a system which is basically sound and beneficial. 


Even more needs to be done, of course, on the reserve for stocks. 
Here the progress must be viewed as very slow, and the companies re- 
main completely shackled so far as entering this field more than a 
very little way — and entering it on a conservative basis, which is the 
only one on which it should be entered, — is concerned. They will 
remain so until a better system of valuing stocks is adopted. In this 
field, they are far behind other and sometimes competing institutions. 
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So far as mortgage loans go, it seems clear that after the excep- 
tionally long period of prosperity the country has been in, and is still 
in, they are now considerably overvalued as long-term investments — 
unless one is sufficiently optimistic to accept the thesis that depressions 
are a thing of the past or that the amortization feature has eliminated 
the risk of loss. 


As to the reserves for all three investment types, it would seem 
that there is one basic question common to all, though so far appear- 
ing to manifest itself only in the securities reserve, since it is the only 
one which has begun to take real form. This question is whether the 
pattern being established is not too rigid, whether the pattern should not 
be made substantially more flexible through reposing the same discretion, 
and responsibility, in management in relation to the asset side of the 
balance sheet as is now reposed in relation to the liabilities side. 
Certainly there is room on the asset side for as great legitimate differ- 
ences of informed opinion, probably considerably greater. Management 
is closer to the individual company situation, its possibilities and its 
problems, than anyone else can possibly be; and flexibility is gener- 
ally better than rigidity — flexibility within the limits of safety, on the 
one side, and equity to participating policyholders, on the other. There 
is a wide area in between, an area which should provide latitude in 
which initiative, enterprise and ingenuity, the keys to progress in so 
many lines of endeavor, will have ample room to exert themselves. 


In none of these problems is there in any sense a contest between 
management and regulatory authorities. They are matters in which 
both have a common interest, matters which can be and should be 
worked out with the most complete sympathy and understanding be- 
tween them, and the end should always be to try to set up a system 
which will produce the best results for the insuring public — our policy- 
holders. That spirit accounts for the progress made to date, and it is 
in that spirit that the problems which remain are, I believe, being 
attacked. 


55766 O—55——-17 
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Mr. Bexw. I shall, with your permission, read only portions of the 
long memorandum in order to shorten the oral presentation, and 
summarize the portions I omit. 

The purpose of this memorandum is to examine the problem of 
applying the Federal income tax to the life-insurance satuiiti In 
doing so, it will endeavor to measure the amount of Federal income tax 
which the life-insurance industry may fairly be expected to pay. T 
difficulties which beset the entire problem are, for the most part, 
herent in any attempt to adapt what is essentially a tax on annual 
profits to an exceedingly complex long-term business. There are no 
precise precedents applic able and some of the characteristics of ~ 
business make it necessary to deal with situations which are, so far : 
the income tax goes, novel. 

There is no difficulty in ascertaining and laying down the genera] 
principles which should be controlling. The difficulties come in ap 
plying these principles. 

I think that the very admirable report that the staff prepared amply 
demonstrates that. 

The industry has necessarily concentrated since 1921 on maintain 
ing the integrity of the reserves which it is required by law to hold 
against its outstanding contracts. The Federal income tax since that 
time has properly been levied only on investment income of the com 
panies. The nature of the reserves, however, is such that certain of the 
investment income—the proportion depending on the basis used in 
establishing the reserves and the investment earnings of the com- 
panies— must be used to maintain the reserves. The companies must, 
therefore, be allowed to deduct from their investment income that 
part which is needed to maintain the reserves required by law. Any 
tax encroachment on the reserves might mean the bankruptcy of the 
industry. 

This principle can never be lost sight of, because it is fundamental 
to the life-insurance business. This necessitates including in any Fed 
eral income-tax law some provision equivalent to paragraph 805 (b) 
(3) and (4) of the Internal Revenue Code of 1954 as a ceiling on a 
company’s tax, as I say in the footnote there. That provision was 
also suggested by Mr. Hogg and should be in any tax law. It has 
reference to some of the questioning that Mr. Mills directed to Mr. 
Hogg yesterday, and I imagine we will come back to that later. 

There are, however, other principles which are equally fundamental 
in determining the amount of Federal income tax which is properly 
collectible from any taxpayer. 

The principle which the industry has been concerned with in the 
past has been that which is related to the unique character of the life- 
insurance business. The other principles which much be considered 
are those which are of general application in the imposition of an 
income tax. Changed conditions have now made it necessary to con 
sider for the first time this latter set of principles. 

The changed conditions were produced by the long period of low 
interest rates which commenced during the thirties and continued in 
a long downward trend to 1947. There was then a moderate recovery 
to 1951, a more rapid recovery for about 2 years and again a decline 
for almost a year. This protracted period of low interest rates caused 
the whole industry, in order to conduct its operations on a sound and 
conservative basis, to lower the interest assumptions on its reserves, 
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both through a process of reserve strengthening and through the 
ssuance of new policies on lower initial reserve interest assumptions. 

As a result both of this conservative policy adopted by the industry 
and of the recovery in the interest rates after 1947, the area of invest 
ment income exposed to the Federal income tax has widened to a 
point at which the tax has become greater than it would be if basic 
tax principles of general application are taken into account. A more 
complete statement of the history of the previous laws appears in 
appendix A, » page 42. 

It is therefore necessary to ascertain these principles and then to 
examine them in detail. 

General principles governing the application of the Federal income 
tax to the life-insurance industry : The life-i insurance business is car- 
ried on predominantly by mutual companies; 77 percent of the assets 
of the life-insurance industry are held by purely mutual companies. 
Presumably they have approximately the same percentage of the 
investment income of the industry. Basically, therefore, the prin 
ciples to be applied are the prince iples applicable to the taxation of 
a mutual enterprise. 

This memorandum develops a criterion which we believe to be the 
sole criterion which is now properly applicable to mutual companies, 
namely, that investment income less expenses is their only taxable 
income. This is also one criterion for applying the tax to stock com 
panies. So that the effect of applying this criterion to the whole 
industry may be gaged, this memorandum analyzes the entire problem 
as if all of the business were transacted by mutual companies. 

In its basic and most essential character, the life-insurance industry 
operates by collecting premiums from contract holders (life-insurance 
policyholders, annuitants, and holders of accident and health pol- 
fc ies), investing these premiums to the extent that they are retained, 
and paying over to the contract holders, or their beneficiaries, the 
amounts specified in the contracts when the contracts mature. 

There is an essential similarity between mutual life-insurance com 
panies and mutual savings banks. This similarity was clearly and 
concisely pointed out by Mr. Justice Brandeis in his opinion in Penn 
Mutual v. Lederer (252 U.S. 523 (1920) ), at page 531: 

But in level-premium life insurance, while the motive for taking it may be 
mainly protection, the business is largely that of savings investment. The 
premium is in the nature of a savings deposit. Except where there are stock- 
holders, the savings bank pays back to the depositor his deposit with the interest 
earned less the necessary expense of management. The insurance company 
does the same, the difference being merely that the savings bank undertakes 
to repay to each individual depositor the whole of his deposit with interest; 
while the life-insurance company undertakes to pay to each member of a class 
the average amount (regarding the chances of life and death); so that those 
who do not reach the average age get more than they have deposited, that is, 
paid in premiums (including interest) and those who exceed the average age 
less than they deposited (including interest). 

That is a very important and very clear statement of the way the 
mutuals operate, and I want to emphasize it. 

The only truly logical theory of income taxation as applied to a 
mutual enterprise is that the enterprise itself should not be subject 
to any income tax but that the tax should be levied in the form of an 
individual income tax on the taxable income which its members derive 
from it. This theory applies unless income is withheld by the enter 
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prise from the members beyond the amounts needed for their pro 
tection. 

This is a sound principle, because it recognizes that the taxable in 
come of an enterprise conducted on a stric tly mutual basis accrues only 
to the benefit of the individual members of the enterprise. There can 
be no shifting of the tax to consumers or to anyone else. The mem 
bers are, in effect, the corporation, and any tax levied is a tax on them. 
They, and they alone, must bear the tax. 

This theory has been applied in the present Federal income tax on 
mutual savings banks and savings and loan associations, which are 
other forms of enterprise conducted on a strictly mutual basis the 
business of which produces investment income. The only part of the 
investment income of these enterprises on which a corporate income 
tax is imposed is that which is retained in the business over and above 
the surplus, or reserve, aggregating up to 12 percent of deposits, 
which it is deemed necessary that the enterprise hold for the protec 
tion of its members. The balance of the investment income of those 
enterprises is turned over to the individual members, after deduction 
of all of the expenses of the enterprise, and is taxable income in the 
hands of such members. 

The theory is that a corporate tax is payable only on investment 
income retained in the enterprise over and above a reasonable surplus 
to protect its members. In other words, the only income of these 
enterprises taxed under a corporate tax and at corporate rates is any 
net income which is not passed on to the members, after the reasonable 
retentions allowed to safeguard the members and assure safety in the 
conduct of the enterprise in their interest. 

This principle is followed with respect to farm cooperatives, where 
the income is taxed to the individual members after receipt (and nec 
essarily after all expenses of the cooperative enterprise have been paid ) 
and the only corporate tax is on retentions of income. 

Mutual investment funds and similar enterprises which pass on to 
their members—certificate holders or shareholders—at least 90 per- 
cent of net investment income and otherwise meet the requirements 
for “regulated investment. companies” have the same principles of 
taxation applied. The only tax on the investment income which is 
distributed is levied against the members. Even long-term capital 
gains which they pass on to members are allowed to retain their iden- 
tity as long-term capital gains and to be taxed as such in their hands. 
All expenses of operating the enterprise are, of course, deducted be- 
fore the net investment income is distributed. 

The underlying principle to be followed in the life-insurance- 
industry tax is, therefore, plain. It is obvious that the amount of 
tax which the Federal Government is fairly entitled to collect from 
the industry is the amount collectible as an income tax from the indi- 
vidual members of the whole life-insurance enterprise of the country. 

To ascertain the amount of this tax, it is necessary to determine what 
income taxable to the individual members of the enterprise is earned 
by the industry each year. It is also necessary to ascertain whether 
there are any excessive retentions of income earned by the companies 
and, if so, what they amount to. 

As will be seen in a moment, most of the income which may be 
deemed taxable to the members is not distributed to them each year. 
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It is, therefore, not possible to follow exactly the form and method 
of taxation applied in the case of mutual savings banks and other 
mutual enterprises. It is, nevertheless, possible (a@) to measure ap 
proximately the amount of taxable income which the companies earn 
for the account of their members and (/) to collect from each company 
approximately the amount which the members of that company woul d 
pay if the taxable income credited by the company to their accounts 
were actually distributed to them. 

The first question is what income of life-insurance companies is 
subject to an income tax. 

Life-insurance companies have two sources of funds, premiums and 
nvestment income. Premiums are the payments made by holders of 
the contracts issued by the companies for life insurance and annuities. 
They represent payments which are in the nature of capital items 
arising out of savings by the contract holders. Investment income is 
derived from these premium payments to the extent that they are 
retained and invested by the — inies as reserves to meet the claims 
arising out of their contracts, or as sur plus. 

The only income of ieaimnk companies which is subject to tax is 
investment income. 

The premium payments, as already stated, are deposits of savings, 
closely analogous to deposits of savings placed in a savings bank. The 
premiums are established separately for each class of policyholders 
(persons of the same age at issue of the policies, in the same general 
condition of health, ete.). 

For each class, the premiums are calculated to provide, during the 
whole life span of the class, for all the claims on the contracts that will 
be incurred and for all the expense of operating the business, after 
allowance for the amounts earned on the invested reserves. The 
amount contributed by the class, both through the premium payments 
and the investment income from the investments attributable to the 
class, are designed to be exactly equal to the payments made to the 
class and the expenses of operation attributable to the class to the death 
of the last survivor. 

Because the contracts are normally long-term contracts and the 
amount of the premiums cannot be increa ised after the contracts have 
been issued, the calculation necessarily allows some margins for safety 
in some or all of the three factors entering into the calculation: (a) 
the claim factor, (b) the expense factor and (c) the offsetting interest 
factor. 

To the extent that such margins can be clearly recognized to have 
been realized after each year’s operations, they are paid to the policy- 
holders of a mutual company each year as dividends. To the extent 
that these dividends represent margins which have been realized be 
cause the claims under the company’s contracts and the expenses of 
operating the business are less than had been provided for in the 
premium calculation, the dividends simply represent the return of 
excess deposits which the members have been required to make to 
cover claims which experience has shown will not be encountered 
soon as anticipated in the premium calculation and to cover expenses 
which might have been, but were not in fact, encountered. Thus, part 
of the deposits collected in the premiums are returned, and the divi- 
dend to this extent represents a refund of an original overdeposit. 
That is, to the extent that it represents the margin in the mortality 
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factor (the margin in the claim factor) and the margin in the expense 
factor, it represents a refund of an original overdeposit. 

All of these margins may not be returned immediately, because the 
management of a company cannot be certain, at the end of the year, 
that all of the apparent margin realized in that year does not repre 
sent a temporary fluctuation from the long- term trends that will be 
encountered in claims and expenses and investment earnings and that 
some of it will not be required to meet a corrective fluctuation, or ever 
a temporary adverse fluctuation, in a subsequent year. 

In this business—and I want to emphasize this—there is compel 
ling reason to be conservative. Indeed, it is not too much to say that 
there is a public interest in having the business conducted conserva 
tively. 

Temporarily, therefore, some of the margins which seem to have 
been realized in a given year may be held as surplus, 1. e., retained for 
the safety of the members of the enterprise, to assure the ability of the 
companies to meet their contractual obligations. 

Ultimately, such margins will be distributed to the members; in 
a mutual company, there is no one else to whom they may go; and 
even when they are so held as surplus, such margins are never held for 
the benefit of anyone other than the members of the company. 

Furthermore, the laws of the States in which companies holding 
more than a majority of the assets of the industry are domiciled limit 
the surplus which companies writing any form of participating busi- 
ness may hold to not more than approximately 10 percent of their 
policy reserves and other policy liabilities. 

(Til. Ann. Stat., ch. 73, par. 855 (Smith-Hurd 1937); Mass. Ann. 
Laws, ch. 175, par. 141 (1932); Minn. Stat. Ann., par. 61.17 (West 
1945) ; Mont. Rev. Codes Ann., par. 40-1923 (1947) ; Neb. Rev. Stat., 
pars. 44-219, 44-707 (1943); N. Y. Ins. Law, par. 207; N. D. Rev 
Code, par. 26-1005 (1943); Pa. Stat. Ann., title 40, par. 614; Tenn. 
Code Ann., par. 6209 (Michie 1934) ; Tex. Ins. Code, art. 11.11 (Ver- 
non’s Rev. Giv. Stat. 1951); W. Va. Code Ann., par. 3342 (1949) 
In Massachusetts, the limit is 12 percent; in Nebraska, it is 20 percent; 
in West Virginia, it is 5 percent. In the other 8 States, it is 10 per- 

cent. In almost all of th ese States, there is some higher limit for 
smaller companies, graded down as size increases. 

Incidentally, that is the only point in which I found any error in 
the facts in the staff report. On page 34, on the eighth line, it said 
there is only one State. There are actually 11 States, as described 
above. The statement on page 49 of the staff report is correct, that, 
for the most part, there are those surplus limitations. 

Mr. Curtis. Eleven States do have this limitation, do they ? 

Mr. Beni. Yes, and they are detailed in the foctnote there, and the 
statutory citations are given. 

Even where there are no such laws, the same pattern exists, and the 
average surplus, including special surplus funds and the capital of 
stock companies, of the entire industry was only 7,2 percent of assets 
at the end of 1952. 

From the foregoing discussion, it is therefore completely clear that 
there is no element of taxable income in any margins resulting from 
the claim or expense factors in the premiums of a mutual enterprise. 
(These realized margins are sometimes referred to as gains, or savings, 





TAXATION OF LIFE INSURANCE COMPANIES 251 


‘rom mortality and expense, or loading.) The only wealth created 
the operation of such companies is through the creation of invest 
ient income; and this, therefore, forms the only income subject to tax 

[hese principles have been recognized in the Federal income-tax 
iws since 1921 and the tax for the whole industry has been based only 

investment income. 

Furthermore, from what has just been said with regard to limitations 
nm surplus, it is evident that if there is any problem in the life-insur 
nee industry of excessive retentions of income, it is not significant. 

It may also be pointed out that the surplus of a life-insurance com 
pany is not created solely from investment income. It is created 
largely by the temporary retention of a part of the premiums—the 

ipital deposits of the policyholders. In this respect, it is different 
from the surplus, or reserve for bad debts, of a savings bank, which is 
necessarily created entirely out of investment income. 

With the exceptions noted on pages 12 and 13 below, the members 
of life-insurance companies do not become entitled each year to actual 
possession of investment income of the companies. 

It would be totally impracticable, from an administrative stand 
point, for the companies to notify each individual member of the net 
nvestment. income allocable to his individual account each year. 

The time and expense of doing so would be completely prohibitive. 
Che problem is, therefore, somewhat. novel, because the tax, which is 

essentially a tax on the members, must be collected from the companies. 
The fact that it is essentially a tax against the members must be kept 
constantly in mind. 

That is an extremely important thing, because when we get into 
some of these technical aspects of it, you must remember that it is a 
tax on the policyholders, and the technical parts of this thing are to 
allocate that tax properly, and distribute it equitably. 

It is of vital importance in determining the amount of tax and the 
method of allocation. 

I keep coming back to that, because we are trying to get the tax 
that is due from the policyholder, and you are trying to collect that 
tax from the companies and to distribute it in such a way that the 
burden will be borne as equitably as possible. That is the problem 
that is the problem—as I see it, in the taxation of these mutual life 
insurance companies. 

Mr. Knox. Mr. Bell, you have constantly brought to the attention 
of the committee the question that the tax is on the policyholder. 
Now, the policy holder of course pays a tax on the money which he 
pays ‘his dividend on his premium rate with. That is true. But how 
do you construe that the tax on the insurance company is the tax on 
the member ? 

I am going back now to astatement Mr. Howell made. Mr. Howell 
made the statement that the dividend is determined by the premium 
rate; is that true? 

Mr. Bei. That is right. 

Mr. Knox. In other words, there is no surplus. 

Mr: Bewu. By the premium rate and the experience. It is the dif 
ference between the two. 

Mr. Knox. Is there some of the surplus that goes into the dividend 
that goes back to the policyholder 
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Mr. Be. I think that is true, sir, when they get along to the later 
ages, and I think that some of it does come out of surplus. 

Mr. Knox. It is not wholly true then that the dividend is deter 
mined by the premium rate. 

Mr. Bev. Well, I think that in the operation of the company, 
that is true. 

No, it isn’t determined only by the premium rate, no, of course not. 
But it is determined by the premium rate as contrasted with the 
actual experience. There is usually a margin, as I said in the state- 
ment, because these premium rates are fixed and they cannot be in- 
creased after the policy is issued. Those policies might be out for 
50 years, they might be out longer, and if you have a supplementary 
contract they can run 100 years. You can’t increase the premium rate 
after the policy has gone out. Therefore, you have margins. That 
is in the operation of mutual companies, and the stock companies that 
operate on a participating basis. 

You return, as long as your experience is in accord with what you 
have really hoped it would be, and forecast by your tables, your 
tables try to have some latitude in them. But you try to set your 
premium at something above the actual experience at the time that the 
policy is issued, so that you will have the margins in case experience 
becomes more adverse as the policy goes along. 

Mr. Knox. Mr. Bell, would you answer my question then, relative 
to the tax being upon the member instead of upon the corporation 

Mr. Bett. Well, sir, in a mutual enterprise, there is no corporate 
entity with any beneficial interest in any of the earnings on the assets 
of that company. The entire benefic ial interest in the earnings of 
that company is in the members. There is no intermediate group and 
there is no corporate entity that has a beneficial interest. 

Just as you tax savings banks, there is no tax on the banks them- 
selves at all unless they retain more than the 12 percent that has been 
allowed. That is a recent thing. Formerly there was no tax on re- 
tentions by the enterprise, but the tax is on the investment income that 
goes back to the depositors. 

You and I when we deposit money in a savings bank have no tax 
collected from that savings bank. The tax is on the investment in- 
come, the wealth created in the process that comes back to us. That 
is the principle which should be applied, I think, clearly, in the taxa- 
tion of these mutual enterprises. These enterprises are the principal 
methods by which the mass of people can invest their money. 

It is a mass investment proposition. 

Now, to have corporate rates interposed between them and the very 
moderate investment income that they get out of these would, to my 
mind, be completely unconscionable. I think that when people an 
invest directly, they pay only individual taxes on the investment in- 
come. When they invest even through mutual funds and other regu- 
lated investment companies, they pay tax only at individual rates on 
what is distributed. There isn’t a tax on those companies to the ex- 
tent that they distribute the money earned. 

Here I am saying that these life-insurance companies are like 
those in that all of the investment income that is earned each year 
is credited for the account of the policyholders in one way or another. 
There isn’t a large part of it that is actually distributed, and in a 
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moment I will come to the part that is. I will mention that. But the 
problem that I think exists here, and it has created so much difficulty, 
has been this fact that it did not come back directly. If it came back 
directly, it would be easy. 

Do I answer that, sir? Do I answer your — 

Mr. Knox. Well, partially. But, Mr. Bell, it would seem to me 
that the investment that an individual makes * an insurance policy 
is no different from any other investment that you would make in any 
business; is that true? 

Mr. Bex. No, sir; I don’t think that that is true. 

Mr. Knox. It is not true? 

Mr. Beww. I don’t think so, because it is really a group of people who 
make deposits for their mutual protection, and the sum total! that. all 
those depositors make, the sum of those deposits, is allocated first to 
those who die first and the remainder goes to those who live longer. 
It is an averaging process. That is in the quotation from Mr. Justice 
Brandeis. Itisa 1 deposit, it is like a savings bank, except that instead 
of each depositor getting out exactly what he deposited, aa depositors 
in the aggregate get back exactly what they deposited. 

Mr. Knox. I agree with you there. 

Mr. Bet. It is diminished only by expenses, and augmented only 
by investment income. The only wealth- producing process in the 
whole thing, in the whole operation, is the investment income. 

Mr. Knox. Now, Mr. Bell, you would not construe the tax to be a 
direct tax upon the individuals or the individual policyholder ? 

Mr. Betu. Yes; I would, but because it is not distributed, you have 
to collect it from the company. That is the problem. 

Mr. Knox. Well, the inference of course that you have made is that 
it is a direct tax on the policyholder. I do not believe in my mind at 
least that that is quite clear. 

Mr. Bewtu. Well, sir, again I say that if you regard the group of 
policy yholders, or take a closed class, that closed class of polic yholders 
makes a series of deposits which are called premium payments. That 
closed class will get back the sum total of those deposits, as diminished 
by the expenses of operation, and as augmented by investment income, 
and that is all they get back. There isn’t anything else that they can 
get back. 

In a savings bank, take a closed group of depositors, they make 
an aggregate of de »posits. They get back in the aggregate exactly what 
they deposit. That is, as diminished by expenses, and as augmented 
by investment income, and the only wealth-creating process in that 
operation is through investment income. There is not a tax on the 
depositors as to what they withdraw because that comes back exactly, 
but only on the investment income they receive as individuals, after all 
expenses of the operation. 

San, my proposition, sir, is that in the case of a mutual life insur- 
ance company, where you are dealing with an averaging of deposits, 
you are dealing with the same basic situation so far as taxes go. I 
think, also, and I would like to say this, that I think there is a 
public policy in favor of encouraging that process. I don’t think that 
it ought to be taxed on any more onerous basis than another similar 
process. 
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Mr. Knox. It is true that the deposits in the savings account is a1 
individual deposit, and the deposits made in an insurance company is 
a group deposit. 

Mr. Beix. That is true, sir, the group deposits for their mutual pro 
tection. They are trying to get protection from the financial conse 
quences of death, and to do that they make these deposits which will be 
averaged in that group. That is, the return deposits will be averaged, 
so that those who die early will get a great deal more back than the y 
deposited and those who die late may not get back even the full amount 
they deposit. 

But the only thing that is added to or subtracted from those de 
posits are the expenses of operation, which detract from them, and the 
investment income which augments them. That is the essence of the 
life-insurance business. There is no other way in which funds come 
into it, and there is no other way in which funds go out of it. That 
is basic to the concept of the mutual companies. I want to emphasize 
that, because I think that that les at the root of a large part of the 
problem that has been created. 

It was a very difficult problem. I have sat with that committee for 
years, and I know the great difficulties we have had in trying to resolve 
this thing. 

I have tried in this memorandum to analyze the principles that 
apply, and I think that that principle that I have just given you 
is basic. 

Now I want to refer to the table, and I would suggest that the com- 
mittee turn to the summary, because the summary has the table. At 
this point I would like not to read except in a few places where it is 
important, but I would like to go through the figures in that table 
I which is page 15 of the summary. 

The object of this table is to arrive at what the tax base for the 
industry is, and what the tax should be. 

From what I have said, the starting point is the gross investment 
income, without taking off anything, of the whole industry. This 
table is for 1952, and I have distributed this morning a page which 
shows the 1953 figures, but I am going to refer only to the 1952 fig- 
ures, because they are referred to throughout the text. 

The figures for 1953 only became available within the last 10 days. 

The gross investment income of the life-insurance industry for 1952 
was approximately $2,599 million. 

Now, in arriving at the amount of tax, there are five steps to be fol- 
lowed. 

The first is to consider certain groups of contracts where the in- 
dividual members are already receiving distributions of investment 
income, and where the Federal Government is already collecting from 
the individual members a tax on the investment income. There are 
three groups of contracts where the investment income is measurable ; 
and there are others where it is not measurable (endowments and sur- 

renders) and I left them out of account. The oe where it is measur- 

able, are annuities; and what are called interest settlement options, 
where the proceeds of a policy are left with the company, and the in 
terest is paid out to the benefici iary each year; and the third are divi- 
dend deposits, where the interest is paid out each year. 

Now, the reserves for those 3 items are approximately ‘ 23.8 percent 
of the total reserves of the companies, and therefore, taking 23.8 per- 
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ent out of the gross investment income, you arrive at the second fig 
ire in the table which is $619 million (with respect to which the indi- 
vidual members already pay a tax), and that leaves a balance of gross 
nvestment income of $1,980 million. 

2. Now, I want to refer to the text of my statement, page 13, before 
aking up the next figure, which will be the figure of $2,245 million 
which was the total expenses of the industry for 1952—exclusive of 
Federal income tax and exclusive also of State premium, income and 
franchise taxes, and insurance department licenses and fees. 

From the gross investment income of the enterprise, expenses of 
yperation should be deducted, after eliminating the expenses which 
relate to the contracts enumerated above (ignoring endowments and 
surrenders; [ have not deducted the investment income which is ap 
plicable to them). 

In the approach to the problem reflected in the tax laws since 1921, 
when the tax was treated as a tax on the corporation and a deduction 
for the interest needed to maintain the reserves required by law was 
illowed, only a portion of the expenses of operating the enterprise was 
taken as an additional deduction from investment income. This was 
ilways a part of the compromise which formed the basis for the pre- 
vious tax laws incorporating the reserve interest allowance. 

The expenses then deductible were so-called investment expenses, 
strictly limited by definition. These, of course, had to be deducted, 
because the interest needed to maintain the reserves was calculated as 
net interest, after these expenses. If other expenses had been deduc 
tible, that is, in addition to the reserve interest allowance, there would 
have been a very large negative figure for the tax base and there 
wouldn’t have been any tax. 

Where, however, the reserve interest allowance is left wholly out 
of account, as it is throughout this entire approach, the same prin 
ciples as apply to the operating expenses of other business enter 
prises—even those which are not mutuals—should, of course, be fol- 
lowed, and these principles necessarily require that operating expenses 
be allowed as a deduction from income. Now, because that was not 
usually the base with life insurance heretofore, I have put in a num- 
ber of pages that discuss that problem, but I shall omit them in the 
oral presentation and merely read two paragraphs on page 17 of the 
memorandum which give what seems to me to be basic. 

Any conclusion that the e xpenses of operating a life-insurance com- 
pany are not deductible from its gross investment income would rest, 
necessarily, on the premise that expenses of operating a mutual enter- 
prise must be supplied out of the capital contributions of its mem 
bers, whereas, at the same time, earnings of the enterprise are subject 
to the Federal income tax before the essential expenses of conducting 
the enterprise have been subtracted. This would, in effect, constitute 
a tax on capital; and a tax on capital devoted to saving and the pro- 
tection of dependents would be a most vicious kind of tax on capital. 

The deductibility of all these expenses is even clearer when it is 
again remembered that the tax is a tax, not on a corporation, but on 
the individual members of a mutual enter prise. The individual mem- 
bers derive a benefit from the investment income earned by the enter 
prise only if they bear the expenses of conducting the enterprise. 
These are largely expenses relating to the maintenance of their indi- 
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vidual accounts in the enterprise. All of the expenses of the enter 
prise are a necessary incident, so far as the individual members are 
concerned, to the benefit they derive from whatever investment income 
is earned. In effect, therefore, the expenses allocable to each indi 
vidual’s interest must be subtracted from the investment income accru- 
ing to his benefit. Only to the extent of the difference does he derive 
anything i in the nature of taxable income. 

Now, the handling of expenses is the difficult part and the technical 
part of this thing and I want you to look at table I again. 

In the first place, you take out the expenses that are applicable to 
the three lines of business that I mentioned—that is, the annuities, 
the interest settlement options, and the dividend deposits, and those 
are the $116 million figure that appears directly below the $2,245 
million figure. That leaves $2,129 million after those are taken out. 

Now, again, having in mind that you are trying to get at the invest- 
ment income of individuals, you must bear in mind that there are 
four lines of business where the expenses are in excess of the invest 
ment income. You must therefore take out the expenses, as well as 
the investment income, of those four lines, because otherwise the re- 
maining investment income would get a credit for expenses that were 
not properly allocable to it. 

Those four lines of business are listed and a breakdown of them is 
in my statement at the top of page 19. They cover group life, indus- 
trial life, renewable term life, and accident and health business. 

Now, the adjustments for those lines of business appear, in the first 
place, in taking out the investment income, which is $353 million. 
That is the fourth figure on table I. When that is subtracted from the 
balance of gross investment income, it leaves a second balance of 
$1,627 million of adjusted gross investment income. Next there must 
be taken out the expenses that are allocable to those lines of business, 
and they are taken out because they exceed the gross investment in- 
come from those lines of business, and if they were not taken out 
there would be an overlap of expenses. These expenses amount to 
$881 million. That is down below there, below the $2,129 million 
figure. When they are eliminated, you have a balance of expenses of 
$1,248 million that is applicable to those lines of business where the 
policyholders did have net investment income in 1952. 

Now, the next adjustment is one which is necessary because of the 
characteristics of the business. It is a very necessary one in order to 
allocate the expenses that are properly applicable for the year 1952 
to those lines of business having net investment income. 

The third adjustment is related directly to the long-term nature of 
the life-insurance business. The incidence of the ex xpenses which the 
companies incur for the account of their policyholders is a fact which 
must be taken into account not only in connection with the determina- 
tion of the aggregate amount of tax which can be collected, the prob- 
lem under immediate consideration, but also in connection with the 
problem of equitably distributing the burden of the tax as between 
companies, and thus as between the individual policyholders. 

The expenses incident to life-insurance policies are incurred pre- 
ponderantly early in the life of the policy, particularly at the time of 
issue. In the years subsequent to that in which the policy is issued, 
the expenses attributable to that policy are normally much lower than 
the initial expenses. From this, it follows that the actual expenses 
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of the industry for each year will vary, and may vary widely, with the 
volume of new business written. 

The gross investment income for each year is, by contrast, a rela- 
tively constant item. Therefore, if the actual expenses of the business 
each year were deducted from the gross investment income of that 
year, the tax bases would be low in the years in which a large amount 
of business was written and high in the years in which a small amount 
of business was written. More important, the expenses of new busi- 
ness are not, of course, attributable to existing policies and are, there- 
fore, not properly deductible by the older policyholders against the 
investment income earned on their behalf. They will be offset later, 
these first-year expenses, later against the gross investment income 
attributable to the policies with respect to which these expenses were 
actually incurred. 

It is, accordingly, necessary to make an adjustment which will pre- 
vent a distortion of the tax base as a result of the impact of new busi- 
ness expenses. 

This is the most technical part of the memorandum. I have ex 
plained that in my statement at pages 20 to 22 and appendix B, pages 
17 to 52. What we have found is that by statistical methods it is pos 
sible to find a relationship between the ratio of expenses to investment 
income and the rate of growth of the business. 

Now, we worked that out on two bases. One assumed what seems to 
be a normal rate of growth of the business, which is the rate of growth 
of the Gross National Product; and the other is to assume no growth 
in the business. 

Now, if you chose the normal growth basis, you would still be dis- 
torting your figures by these first year experiences, and, just to show 
you the amount of that distortion, it should be borne in mind that it 
is not infrequent that the expenses in the first year are as much as 10 
times the expenses in the later policy years. To eliminate that distor- 
tion, we chose the figure that would result on the basis of a 34-year 
history of the industry as determined by statistical methods, if you 
assumed that a no-growth characteristic were the normal characteris- 
tic of the business. 

That effectively a ates the impact of these first-year expenses, 
and it reduces the $1,248 million of expenses for 1952 to $960 million 
as you will see on table I. There is one figure that I have not men- 
tioned on the table down to that point, and that is the sixth figure 
down, the $24 million which represents the tax-free interest, or the 
ortion of the total tax-free interest, that is allocable to the lines of 
usiness on which net investment income is earned. That reduces the 
gross income for the year which was earned for the benefit of the mem- 
bers of the companies, after the above-mentioned exclusions, to $1,603 
million. After you take out these adjusted expenses which are fairly 
allocable in 1952 to that business, $960 million, you get a net income 
tax base of $643 million. 

Now, referring back to the memorandum, pages 20 to 22, and ap- 

vendix B, it is a very technical thing, but it is a necessary thing if this 
is going to be worked out on a fair and equitable basis, and one that 
will be a lasting basis. What this thing comes down to, in substance, 
is deducting approximately 59 percent of the adjusted gross investment 
income from that adjusted gross investment income to get the actual 
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net investment income, and that percentage will not change materially 
over the years unless there are substantial changes in the way of doing 
business. 

Now, the series of figures from which this relationship between the 
rate of growth of the business and the investment income-expens 
ratio is derived is a published series, so that it can always be followed 
by the Treasury, and if there should ever be a change in that relation 
ship, or a material change in it, it would very quickly show up, and a1 
adjustment could be made. 

The next step is to determine the tax rate to be applied to this 
base, again bearing in mind that the tax is to aggregate what would be 
collected if the individual members of the mutual enterprise wer: 
taxed directly. 

There were approximately 88 million of life-insurance policyholders 
in the United States in 1952. There were an estimated 40 million 
individual income-tax returns filed on which an income tax was pay 
able. An estimated 35 million of the 88 million policyholders were 
women. 

If it be assumed (a) that every return on which a tax was payable 
was that of a man, () that he was also a policyholder, (c) that every 
woman policyholder paid a Federal income tax, and (d) that each and 
every one of them was included in a joint return filed by a husband and 
wife, the maximum number of policyholders who could have paid an 
income tax would have been 75 million. Even on these assumptions, 
some of which are very extremé, at least 13 million, or 15 percent 
of the total number of policyholders, paid no income tax and must be 
assumed to have incomes belowe the lowest taxable bracket. Probably 
it would be conservative to place the number at between 25 and 35 
million. 

Moreover, most of those who pay a tax are in the lowest income 
bracket, and it has been estimated that 85 percent of all individual 
Federal income-tax revenue is derived from the rate charged on the 
lowest bracket. 

Now I think I am coming down to the thing that I think is of really 
great significance. 

Of greater significance is the fact that the rate of tax on gross in 
come of individuals in 1953 was 12.7 percent. (See Yield of the In 
dividual Income Tax During a Recession, Joseph A. Pechman, in 
National Tax Journal, vol. VII, No. 1, March 1954.) 

Giving effect to the reductions in personal income-tax rates for 
1954, the rate of tax would only be 11.5 percent as a percentage of 
gross income. 

For these reasons, and having in mind that the net investment in- 
come under consideration, $643 million, accrues for the benefit of 
policyholders other than those holding industrial policies, it might 
be reasonable to use a rate of tax half way between 11.5 percent and 
the present lowest individual rate of 20 percent, or, as a round per- 
centage, 16 percent. This, in fact, appears to be somewhat above the 
average rate for this group of policyholders. 

In exhibit C, which is also a technical exhibit, we have gone through 
the computations by which that rate is arrived at, and which show 
that the rate would, I think, be nearer 13 or 14 percent for this group 
of policyholders than the 16-percent rate. 
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Applying a 16-percent rate to $643 million of net investment. in 
ome would produce a tax of approximately $103 million. 

If the lowest individual rate in 1952, 22.2 percent, were used, the 
tax would be approximately $143 million. If the present lowest 
ndividual rate, 20 percent, were used, the tax would be $129 million. 

The Federal income tax actually paid by the life-insurance industry 
n 1952 investment income was approximately $140 million. 

5. Now, there is a fifth point that I want to discuss. In consider 
ng the amount of tax which the Federal Government is fairly entitled 
to collect from this industry, account must be taken of the unique 
history of the life-insurance industry as a subject of State regulation 
ind State taxation. As a result of a long line of decisions of the 
Supreme Court of the United States, the life-insurance industry was 
held not to be commerce. It was therefore held to be subject to State 
regulation and State taxation, and not entitled to the protection of the 
commerce clause which greatly mitigated the State taxes collected 
from other businesses which were held to be « ngaged in interstate 

ommerce. 

When the Supreme Court, in Southeastern Underwriters’ Associa 
tion v. U.S. (3822 U.S. 533 (1944) ), in effect reversed its earlier line 
of decisions and held that the insurance business was interstate com 
merce, Congress, by express enactment, elected to continue the previous 
State regulation and taxation of the industry in Public Law 15, ap- 
proved March 9, 1945, 79th Congress, Ist session. 

Of this act, the Supreme Court said in Prudential Insurance Com 
pany Vv. Benjamin (328 U.S. 408 (1946) ), page 430: 

Moreover, in taking this action Congress must have had full knowledge of 
the nationwide existence of State systems of regulation and taxation; of the fact 
that they differ greatly in the scope and character of the regulations imposed 
and of the taxes exacted; and of the further fact that many, if not all, include 
features which, to some extent, have not been applied generally to other inte 
state business. 

Congress could not have been unacquainted with these facts and its purpose 
was evidently to throw the whole weight of its power behind the State systems 
notwithstanding these variations. 

In that case, the Supreme Court upheld a discriminatory State tax 
against life-insurance companies. 

The State taxes directed against the life-insurance industry have 
been principally premium taxes. 

William S. Vickrey, formerly in the Tax Research Division of the 
Treasury Department has called them “an entirely unjustifiable extra 
burden on prudence.” 

Premiums payments are essentially thrift deposits. In a mutual 
enterprise, the aggregate amount of the deposits, as diminished by the 
expenses of operation and as augmented by investment income, is 
exactly equal to the payments to ‘members by way of dividends, in- 
terest and claims, save only to the extent that some of the revenues are 
temporarily retained in the limited surplus funds held to assure the 
solvency of the enterprise. A tax on these is, therefore, different from 
a sales tax. It is a tax, without parallel in other forms of financial 
or savings enterprise, on thrift deposits. It is an actual discrimina- 
tion, in the form of a capital levy, against those who elect to build 
their estates in this way as compared with those who elect to do so 
through the other principal repositories of savings, the savings banks. 
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There is also no comparable tax burden on investments of any other 
kind, whether through mutual funds or even direct investments in 
securities. 

These State tax burdens on life-insurance c ompt anies are heavier by 
far, as shown on the following page—for the reasons just given, sales 
taxes have no place in the comparison—than the burdens on other 
interstate business. 

A more complete statement of the history of the State taxation of 
the life-insurance industry, and the perpetuation by Public Law 15 
of the State tax systems built up prior to the Southeastern Under- 
writers’ case, appeared in appendix D. 

(Table referred to is as follows:) 


State taw burden on life-insurance industry and all corporations, 1952 











Percent of 


Item Te 
, os income 














Sources 


Millions of 












dollars 
Life-insurance Companies: 
Net income (643) 100.0 
State income taxes ( 0 Life Insurance Association of America 
State premium taxes 143 22.2 | 1953 Life Insurance Fact Book, p. 48 
State insurance department li- 5 8 | Institute of Life Insurance. 
censes and fees 
Corporations 
Corporate profits before income (39, 216) 100. 0 Department of Commerce, Survey of 
taxes Current Business, July 1953, p. 11 
State income taxes 820 2.1 | Ibid., p. 14. 
Taxation on corporations in general ? 226 6 | Department of Commerce. See Bu- 
reau of the Census publication, State 
Tax Collections in 1953, p. 3 
Public utilities, gross receipts taxes 3 228 6 | Ibid, 


' Negligible 

? Fiscal 1952. Defined by the Bureau of the Census as ‘‘franchise license taxes, organization, filing, 
and entrance fees, and other license taxes which are applicable, with only specified exceptions, to all 
corporations.”’ 
5 Fiscal 1952 


Mr. Beiv. Now if you will look at that table, you will find the 
burden of the State taxes on the life-insurance industry ry in relation to 
its burden on other kinds of industry that are engaged in interstate 
commerce. 

You will see by looking at that table that the State premium taxes 
and the State insurance-department licenses and fees combined are 
about 23 percent of this tax base of $643 million. That is as contrasted 
with State taxes on other kinds of interstate commerce which aggre- 
gate 2.7 percent of their taxable income. 

Now, I have not included any State or local taxes that might apply 
to business generally, such as mortgage taxes and various kinds of 
transaction taxes totaling about $14 million, but I have only taken the 
State premium taxes, and the insurance-department licenses and fees. 

There is an appendix attached to this, appendix D, which goes at 
zreater length into this history of this State taxation. The things that 
i would like to point out briefly are that if you applied the same prin- 
ciple which I have said I think applies on the Federal level to these 
mutual companies at the State level, you would have a tax of about 
1.6 percent of the investment income applying to them, as contrasted 
with a rate of 23 percent which is ens these State taxes actually 
amount to. 
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Now, I would think, and this is all a question of fairness, and 
question of a lot of history—it seems to me that at the State level there 
is much more reason to apply corporate rates to life-insurance compa- 
nies than there i is at the Fede Tr al le ve l. bee ‘ause the corpor: tions de rive 
their franchises from the States. Therefore, it might be reasonable to 
apply the 2.7 percent to them, and also to add to that that part of the 
State premium taxes which are applied to their supervision. 

Now, the best estimates that we have been able to get of that, of 
the State premium taxes that are applied to supervision, are about 5 
percent of the total, or, for 1952, about $7.5 million. 

If you would add that $7.5 million to the State franchise tax of $17.4 
million that you get by applying this rate of 2.7, you would have States 
taxes of about $ $25 million as contrasted with actual State taxes of $148 
million. There is a tremendous difference there. That rests in very 
large part on this unique history of the life-insurance industry. 

In passing Public Law 15, Congress surely took into account the im- 
portant place that, over the years, and as a result of this history, the 
revenue from the life-insurance companies played in the general struc- 
ture of the State tax systems, and must have allowed for that. 

Since Congress has deliberately perpetu: ited this heavy burden of 
State taxes on the industry, it would seem that, in fairness, it should 
recognize the extra burdens to which, by its action, the life-insurance 
industry is subjected by the States and permit a deduction of this 
excess from the tax which the Federal Government might otherwise 
expect to collect from the industry. 

In a sense, through long practice, subsequently confirmed by Public 
Law 15, the Federal Government has ceded to the States a large part 
of its authority to tax life-insurance companies, just as it has ceded 
to them a large part of its authority to regulate the industry. These 
cessions recognized that regulation and taxation of this industry were 
functions of the States rather than of the Federal Government. 

As to taxation, the cession recognized also that the taxes derived 
from the life-insurance industry had become an important source of 
State revenue. Only about 5 percent of the premium taxes paid to 
the States is used for supervisory purposes—about $7.5 millions. 
Costs of periodic examinations of the companies by State insurance 
departments are generally charged directly against the companies 
examined. They are additional to the tax revenues referred to in the 
memorandum (see appendix D). The rest is used for other State pur- 
poses. Some part of the remainder, perhaps the $17.4 million figure, 
might be considered a reasonable franchise tax. The balance, or a 
substantial part of it, should be offset against any Federal income tax. 

I would like to refer back to table I. The sum of the Federal tax 
at 16 percent, plus the State tax at individual rates, would be about 
$113 million, or if you applied corporate rates at the State level it 
would be about $128 million. That contrasts with an actual total 
of Federal and State taxes of $288 miilion for the year 1952. I think 
that is important. 

I would now like to refer to the table in appendix D that shows the 
relationship between State taxes and Federal taxes which has existed 
at all times up to the present time. Up to the year 1950, the Federal 
taxes had always been only a relatively small fraction of the State 
taxes. 

55766—55——18 
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I am going to make a suggestion as to what I think the outconx 
of these hearings should be, but first of all I would like to just go ove: 
this point. 

[ think that when you take into account this history of the Stat 
taxes and the Federal taxes, the fact that this had grown up asa busi- 


ness that was subject to State taxes, and that that was then confirmed 
by Congress in 1945, after the companies might have had resort to the 
protection of the commerce clause to some extent, that there is a sort 


of an area which could be said to be fair and that would be to relate 
the Federal tax to something like the relationship that it had formerly 
had to the State taxes. 

Now, if you take the preceding period, from 1921, or as far back as 
these figures go, as far back as they are available, you will find that 
during the period in which the Federal tax was working on approxi 
mately the Sead it was intended to, and Mr. Marshall is going to 
deve lop that later, the Federal tax was just about, on the average, a 
third of the State taxes. The highe st proportion that the Federal tax 
had been up to the enactment of Public Law 15 was in 1943 when the 
percentage was about 51 percent of the State taxes, 

I gave the clerk a copy of those fivures on a percentage basis, and I 
think that you may have them in front of you. On the basis of those 
figures, it would seem to me that in the area of reasonableness the 
Federal tax might be set at a level which would be somewhere between 
a third and a half of the State taxes, and I make that recommenda- 
tion—that that be considered. 

In my memorandum, I have set forth a number of instances where 
we show the combined burden of the State and Federal taxes on the 
industry. I think that a little of that will show what the very heavy 
burden of this amounts to in other terms. 

On this analysis, it appears that even if life-insurance companies 
were taxed as heavily at the State level as other corporations, and a 
tax rate of 2.7 percent were used, the State taxes would be only about 
$17 million, and the combined State and Federal taxes, $120 million, 
with a combined tax rate of 16 percent, plus 2.7 percent, or 18.7 per- 
cent. If $7.5 million were added for State supervisory expenses, it 
would bring the total to approximately $128 million, 20 percent. 

The actual State taxes ee 952 were $148 million and the Federal 
income tax $140 million, or a total of $288 million. This was a tax at 
the rate of almost 45 wasn Sn against the individual policyholders of 
the life-insurance industry on the net investment income which was 
earned for them as members of the enterprise. Certainly, if it were 
possible to notify them each year of the amount of investment income 
accruing to them that year and to collect the income tax from them, 
the impact of such laws would be more ap parent and the very heavy 
tax burdens to which the industry is now subject would be quickly 
recognized. 

To put the present situation in a different light, the $288 million of 
actual 1952 State and Federal taxes is equivalent, at a tax rate of 18.7 
percent, to a tax on 51.440 billion of net investment income; almost 
the total gross investment income of the business allocable to the 
policyhol lers who are taxable. 

The present taxes, therefore, in effect disallow all but $163 million 
f expenses of conducting the business: $1,627 million minus $24 mil 
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lion of tax-free interest equals $1,603 million of adjusted 
vestment Ineome. Subti ictingeg Sl, tO mil lon, the tax base. er) 


$163 million of deducted expenses. 

I think that a little of that will show what the very heavy rden of 
this amounts to in other terms. 

On this analysis, it appears that the lhfe-insurance indust S 
eavily overtaxed, This has Deel esper | illy true since 195 \i ich 
of this is at the State level, which now has the sanction of Congres 
The combined State and Federal tax ire clearly excessive as mea 
ured by what the policyholders of mutual companies should have to 
pear. 

There are strong additional reasons, not mentioned p tot S point, 
wainst Imposing a heavy tax on this industry. 

In the first place, it is one of the chief methods by which persons 
f low income can invest. The average amount representing the i 
terest of the 90 million pol cy holders in the assets of the « ompaniles 1s 
less than $1,000 per person. Even if group and industrial policy 
holders are excluded, it is estimated that the ho re is less than 82.000 
per person. Persons who can invest directly are subject only to a 
personal income tax: there is no heavy corpor ite tax burden inter- 
jected. Clearly, therefore, there should | no heavy burden of cor 


porate taxation, particularly like that of recent years, imposed in 
the case of mass investme nt by pe rsons of low or modest Income, a 
great many of whom, probably 30 percent or more, are not now subject 
toany individual income tax. Since it is impossible to k eep individual 
accounts for policyhol lers, it is also impossible to adjt ist for any over- 
taxation, as 1s done in those cases where taxes are withhe ld at the 
source. For these reasons, if reasonable equity is to be preserved, the 
tax burden should be low. 

Furthermore, the life-insurance industry is particularly susceptible 
to the impact of inflation. Its stock in trade is long-term contracts 
payable in a fixed number of dollars. There is probably no other 
form of investment on ate ns trends bear more heavily. 
The life-insurance industry is, there fore, already subject to a heavy 
indirect tax through the ri es of inflation. 

The question of policy which the Federal Government must bear its 
share of the responsibility for deciding is how much, under all of the 
circumstances surrounding the problem, the life-insurance went 
should pay, having in mind that, in effect, whatever tax is levied, 
certainly a substantial part of it, will come out of the ae il de cule 
made for the purposes of thrift and family protection by the indi 
vidual policyholders of the companies. 

By superimposing on the other taxes on the industry a heavy Fed 


eral income tax on the investment income of the life-insurance com 


panies, the Government could further seriously discourage the socially 
desirable instinct of thrift which leads men to try to protect their de 
pendents through private life insurance. 

So much for the amount of taxes on the industry as a whole. Now. 


if you want me to, I will go into the method by which T think the 
taxes should be allocated, which I have in my statement. and which 
tends to support, on a strictly logical basis—and I think it is the 


only basis on whit h it can be worked out the method of a flat t 
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holders and must be apportioned approximately with equitable con 
seqence among the police vholders of the indus try. This is at the dis 
tribution level, and not at the amount level. 

If any tax should be imposed on the industry at the Federal leve 
the next problem would be to determine the most equitable method of 
distributing the tax. 

At the outset of this portion of the problem, it should be repeated 
that it can never be lost sight of that this is a tax against the individua 
policyholders of the companies, to be collected from the companies 
themselves. 

It must also always be remembered that the long-term character of 
the business creates special problems, somewhat technical in nature, 
which must be recognized and dealt with. If these are ignored, 
if they are dealt with improperly, very serious inequities and injustices 
as between the individual policyholders in the industry who must ulti 
mately bear the burden of the tax, will inevitably result. This cannot 
be overemphasized. 

Before arriving at a formula, there should be full and most careful 
ms ration of the handling of expenses. 

s pointed out, the incidence of expenses pons h the « companies incul 
for ie account of their policyholders must be taken into account in 
connection with this problem of the equitable distribution of the 
burden of the tax as between companies and thus as between individual] 
policyholders. It must also be repeated that the expenses incident to 
life-insurance policies are incurred preponderantly early in the life 
of the policy, particularly at the time of issue, and taper off as the 
policy remains on the books. They are roughly 10 times as large per 
$1,000 of insurance in the first year as in later renewal years. See 
appendix G, column (3). Throughout this discussion, reference 
should be made to appendix G. It illustrates statistically the his 
tory of 1 year’s issue of one class of life-insurance policies. 

These expenses are, of course, charged by the company in its internal 
accounting against the individual member of the company taking 
the policy. For the most part, they are incurred at a time when there 
is no investment income, since the member is only just then making hi: 
initial deposit. The policies, however, are long-term contracts. 

The companies recognize this in their internal accounting, and in 
various ways, such as the device of asset shares utilized in computing 
the dividends to which each member is equitably entitled and in the 
computation of nonforfeiture values, spread the expenses over the life, 
or a major portion of the life, of the policies. These complicated in- 
ternal actuarial calculations are designed and are carried out in the 
usual course of the companies’ business in order to make equitable 
allocations between the members of all of the costs and expenses of 
the business and all of the income. 

This same principle of spreading or averaging the expenses charge- 
able to policies as a credit, for purposes of the Federal income tax, 
against investment income as it becomes allocable to such policies is 
necessary in order to produce an equitable result for the policyholders. 
In other words, because the life-insurance business is a long-term 
business and the contracts its policyholders have are long-term con- 
tracts, the equitable allocation of expenses among policyholders as an 
offset to investment income requires a long-term rather than a short- 
term expression of the expense credit. 
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Because a major portion of the expenses are incurred at the ti 

a policy is issued, it follows that the actual expenses for any given 
year of a particular company depend in a very cor nsid erable measure 
on the volume of new business the company is writing. ‘Therefore, a 
company which is writing a large volume of new ee ness will have 
very high expenses, relative ly, and a company w rhi ch is writing a small 
volume of business will have low expenses, relatively. 

The expenses of rapidly growing companies may, in fact, exceed 
their gross investment income, whereas the gross i1 vestme! income 
“ the more slowly growing companies may be consider: ably 3 in excess 

their total expenses. If each company were allowed to de educt. from 
its own investme nt income its own total expenses, very serious inequ 
ties would arise in the distribution of the tax. 

From the standpoint of the individual members of the company, 

would be very unjust if a policyholder in a more rapidly growing 
company were required to bear a smaller tax burden, or were even to 
he freed entirely from a tax burden—as could well be the case—because 
the expenses of the company were so large in rel: ation to its Investment 
income, whereas a polic, vholder of equal standir with exactly the 

same type of policy, in force for exac ‘tly the same ‘e noth of time—in a 
less rapidly growing company were to pay a hea ier tax. Obviously, 
the individual members of the companies should bear the same tax 
burden irrespective of expenses, having nothing to do with their par 
ticular policies, of the company in v hich they ppen to hold those 
policies. 


ae point is emphasi ized when it is realized that the policies which 
have the heavy expenses, have 1 in the year of issue little or no invest 
rneiik tchites ‘cruing to them, with tl e very minor exceptio ‘single 
premium policies. 

The matter may be summed up as follows: If t] xpe1 of each 
company were not adjusted to take into account the principle of ave1 
aging and spreading the expenses chargeable to its policyhol a 
were not credited against investment income as it becomes allocable to 
them, there would be the most serious injustices and inequities in 
ipportioning the burden of the tax among the policyholders of the 


ndustry. Furthermore, without the adjustment, the nolicvholders of 

. particular company, in a period of the company’s rapid growt 
aed get credit for expenses not attributable to them, but to o 
policyholders who should get credit for those exper 


In the years of the company’s slower growth, the policyhold 
such an adjustment, will get credit for the expenses incurred for thei 
wcount earlier and spread over the life of the policies, and will 


not be burdened with an inor linately heavy tax. 
The periods for averaging are so long and so diverse—the different 





periods during which millions of policies, with all their different ex 
pense factors, have been outstanding—that the only pra 
indeed the only possible way, of providing for the adjust: t is or 
the hasis of a louc-term ind Ss tuanaan hat 1 

the Dasis OT a long-term IWNaustry average. i 

in appendix B. As shown there, the adjustment 
pressing the expense s properly leductible by eacl] mpal 


centage of the company’s gross investment income. Fifty 
cent appears to be the appropriate percentage if invest: 
adjusted for the exclusions previously discussed. 
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Now I want to say the reason is a technical one why that can’t 
app lied on an individual company basis, even if you assumed you had 
the whole history of each company for the 34-year period. The 
degree of relationship—what I think the statisticians call the coeffi 
cient of correlation—between the growth and this ratio that I have 
previously mentioned, of expenses to investment income, can 
be worked out with a close degree of correlation only for the industry 
as a whole You have something that is ; satisfactory, that can be 
worked with, if you take all of the variations of the indus try as a 
whole with all of the offsetting changes in the various companies 
characteristics, over a long pe riod, 

But you can’t do it for arenes companies without letting acci 
dental things in the history of particular companies, and they can be 
any number of things, such as, for example, just to take a couple of 
them, if a company hi appe ned to be in a critical war production area 
during the war, its salaries would go up because of the competition 
for help. That might give a very tistorted relationship if you car 
ried it out for that company. It wouldn’t be a true one also in the 
case of a company that was not in a very critical area and was perhaps 
then employing more women than normally. That would be dis- 
torted in the opposite direction. That is just one type of case. 

The fact that a company may have had an adverse experience on 

particular type of investment for a period would throw the thing 
off if you tried to do it on an individual company basis. 

So that I think the only satisfactory method which can be demon 
strated, not in the hearing, but with any of your technical people, is 
that you have to use this industry average in order to arrive at some 
sort of a proper distribution of the tax so as to eliminate this peculiar 
characteristic of this business with the heavy first-year expenses which 
should be spre: ad out over the life of the polici 1es, 

Now, when you are dealing with an average tax rate, as you must 
when you are trying to get the tax on the individual polic) ‘vholders, 
and an average deduction from investment income, as you are doing 
in this section, it produces necessarily a flat tax on investment income. 
That is the fairest way of distributing the tax as between the 
companies. 

It is also the fairest way that is practicable of distributing it among 
the policyholders. If it is divided up among the companies on a sub- 
stantially fair basis, the only practicable way of doing it as between 
policyholders is to leave it to these internal accounting mechanisms of 
the companies whic h are designed to spread all of the expenses and 
all of the income as equitably as possible over the policyholders, over 
the individual policyholders, and that is what the balance of this 
presentation deals with here. 

Now, it seems to me that there is an area of tax that can be properly 
imposed, following this theory which we believe is the only sound one 
to be followed for the industry, the mutual companies. It gets down 
to the heart of what a mutual company is, and the heart of what its 
policyholders derive from it, eae that would be a tax that is some- 
where in the neighborhood of a third to a half of the State taxes, 
which in the year I took were oe the same or a little larger than 
the Federal tax. That would mean a tax of eo half or less than 

lf of the present rate. 
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Now, you asked me whether I was speaking only for my own com 
pany. I have wanted the latitude that 1 would have in presenting 
this and in answering questions which would come from that positio! 
here, and that is the only capacity ln which | ippear. 

But I have talked to a great many companies who believe that thi 
Federal tax has gotten out of proportion in these years following the 
1950 law, beginning in 1950; and that the proper area of the tax 
somewhere in the neighborhood of what it was before it got out of 
line. For that reason, we heart ily subscribe to the presentation that 
iS going to be made here by Mr. Mat shall, who 1s going to follow me, Ol 
that question. 

There are two things that I would like to savy in conclusion. 1] 
think that there is the public-policy question that is involved her 
that the Federal tax shall not further discourage the independent 
policyholders, the people of the country who are contemplating 
taking out life insurance, from going into this form of thrift—it seems 
to me it is socially desirable as a form of thrift- -by the combined 
burden of State taxes and Federal taxes. That I hope your com 
mittee will consider most earnestly. 

Then the last thing I would like to say is that we subseribe to the 
idea that. is in the industry presentation that there should be particular 
attention given to the small company problem, along the lines which 
they have already suggested. 

Now I would like to read the last page. 

There is one final word. This memorandum has been written from 
the standpoint of taxing mutual companies, and their millions of 
policyholders. These companies have more than three-fourths of the 
assets, and presumably of the investment income, of the business. 
They, therefore, present the principal portion of the problem with 
which your subcommittee is dealing. 

The criterion here presented is, we submit, the sole criterion to be 
applied in taxing mutual companies. It is also one criterion which 
may be applied in taxing stock companies, as indicated in the industry 
committee’s present proposal. 

It the subcommittee wishes to consider any other aspects of the 
problem from the standpoint of stock companies, we merely wish 
to say that we do not consider ourselves qualified to discuss this 
phase of the business in which we are not engaged. 

We do point out, however, that the stock companies and the mutual 
companies are in active competition with one another and that here 
tofore the two types ot companies have been taxed on the same 
basis. 

Certainly this company, and we believe virtually every other mu 
tual company, desires no competitive advantage through taxation 
over its rivals. 

Now I will be very glad to answer questions. 

Mr. Curtis. Thank you very much, Mr. Bell, for a very fine state 
ment, and some extremely helpful data and logic that you have 
presented to the committee. 

Mr. Curtis. I have just two questions I wanted to pose to you. One 
is in the form of a comment to get your comment 

It appears that you want to deduct all expenses; that is, insurance 
expenses as well as savings expel ses. Now, a mutual ( sualty com 








268 TAXATION OF LIFE INSURANCE COMPANIES 


pany where there is no savings element to the policyholders is taxed 
on its investment income with no underwriting expenses deducted. 
Here we have two elements, insurance like casualty insurance, and 
Savings. 

The question would be, Why should not the insurance expenses be 
deducted from premiums and only that part of operating expense re 
lated to the savings operations be deducted from investment income 4 

Mr. Bein. Mr. Curtis, there is a long section in my statement which 
deals with that at some length. 

Mr. Curtis. I realize it does. 

Mr. Bett. That suggestion was made in the staff conference that 
we had on this. I think that the answer is twofold. 

In the first place, I think that I gave the main part of the answer 
when I pointed out in the text of my statement that this is a tax on the 
individual. Now, there is no way the individual can vet this type of 
protection and this type of benefit without incurring all of these 
expenses. 


One suggestion that the staff made, or was made in the conference, 
and it was just made as an alternative to consider, was, why couldn’t 
you do the same thing by putting the money In a Savings bank, and 
building up the savings bank deposit with the difference between the 
premium that you would pay for the protection on a decreasing term 
policy, and the amount that you would pay on a level premium policy. 

That would not produce the same result. 

Now, of course, I think that I would give, as the first answer, that 
you could often get at the same result in different ways, with very 
ditlerent tax consequences. That is perfectly pl Win. For eX imple, 
you can conduct a business as a partnership, or you can conduct exact 
lv the same business as a corporation and you will have different 
tax consequences, 


mr : . e ; : 
The other, it seems to me the much more Important Tact 1s that you 


couldn’t accomplish the same purpose. Term policies a 
ten to a certain age. Most companit ; stop writing at age 65, that 
is the highest, and some go to 70. A few go, on a term expectancy 
basis, a few years higher. ) 

If you followed out that suggestion—and this, I may say, is elabo 
rated in the text and appendix E, where I have made some alternative 
calculations, and I will come back to that in a moment —vyou would 
find that during the period between the time a man reached age 67 
it all depends on the age he takes out the term policy and starts this 
operation in savings bank—and age 81, I think it is, on one age at 
starting, and on another basis, between age 73 and age 82, he would 
not have full protection. 

Of course, those are exactly the ages at which | would be most 
likely to die. So that you can’t, or an individual can’t, get these bene- 
fits without pay ing these expenses. 

Furthermore, as I said before, if you put a tax on the investment 
income without allowing him to deduct the expenses that are related 
to the insurance, you are in effect saying that that capital deposit he 
makes for the insurance is voing to have to be larger bee use you are 
not going to let the expenses of operating this mutual enterprise, 
which is all one, and can’t be broken down, as pointed out in this 
memorandum, be deducted from the investment income. You are 
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going to tax that without letting him deduct the full expenses that 
e has to incur to get it. 
Now, there is a third answer, and that appears in table I], which 
in appendix E that I mentioned. In that we tried to break down 
1e premium dollar betwee hn that portion ot it th it goes into the in- 
estment process, and that portion of it which goes to the pay 
f policy claims. I should suppose that would be the insurance part 
f that item. 
If you do that you will find, if you give a liberal expense loading 
» that part of the premium dollar that does not fo into the invest- 


ent process, a ZU pe reent loading, or probably a 1d percent loa | 
g¢ the actuaries say would be nearer correct: but we gave a liber: | 
0-percent one to it. 

If you do that you will find that you should deduct an additional 
S128 million of expenses as they are before the adjustment to the no 
crowth basis. This takes away $98 million from the $960 million 
fioure that we used for the no crowth expense heure that appears 1n 
one of my previous calculations. 

If you take the $98 million from the expense deduction, as an ex 
clusion of insurance expenses, you would increase the tax on the other 
assumptions from $103 million to $119 million for Federal tax alone. 
You would increase the combined Federal and State taxes to $147 
million as contrasted with the $28 million which they actually were 
in 1952. 

I do not think that those expenses should be disallowed, but if you 
disallowed them that would be the way to do it. 

Mr. Curtis. Now, the other question that I had in mind was this: 
In your preliminary statement at the top of page 6, you say it is also 
necessary to ascertain whether there are any excessive retentions of 
income earned by the companies and, if so, what they amount to. 

Now, disregarding the word “excessive” because I don’t know what 
it would mean, but just say “retentions” as previous questions have 
been directed, where the policyholder maybe in theory owns it, our 
question is whether in practice he ever gets it. 

The question is whether or not that retention does not in effect 
become the operating capital, revolving fund, and call it what you 
will, whereby the company finances the doing of the business, and 
the expansion of its business. 

Now, you haven’t dwelt on that at all, and I don’t propose that 
you necessarily do, but I wanted to get your comment. 

Mr. Betxu. I am very glad to discuss any questions you have, sir. I 
want to say this 

Mr. Curtis. You can see what I am getting at. and we understand 
the theory, and the theory of every mutual company is clear. Our 
whole concern is, does that theory actually work out when it applies 
to this one aspect of it; and that is the aspect of whether or not there 
might not be retentions of income retained by the company. 

If you ask me where the money might rest, or ask the question 
where the money might rest, in a mutual company which is not a 
corporate entity, l might answer by Say ing’ that it rests 1n the busi ess 
management. I do not care whether you call it a corporation or what 
you call it, but it is an entity and a going concern or management. 
That is where it rests. 
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it 


Mr. Bei. Well, the beneficial ow nership certainly doesn’t rest wit 
the management, but. let —- 

Mr. Curtis. I am not talking about beneficial ownership, I am talk 
ing about the practicality of the situation, where it might rest. | 
am not saying or alleging that it does, 

In answer to your question of where it might rest, it might rest 
just up mn the air and vest in and under the control of company ma 
agement. ‘The beneficial interest, if the theory were right, would be 
simply pure theory, and from a practical standpoint never would 
actually vest in a known group of policyholders. 

Mr. Bett. Let me break the question down, because I think that 
it has two aspects. 

Far be it from me to encroach on the actuaries, but I will try to 
talk as one lawyer to another, and stand on what Mr. Howell has said 
and what Mr. Marshall may say, who follows me. He is a very emi 
nent actuary, and he is a past president of the Actuarial Society, and 
he is chairman of the Actuarial Advisory Committee of the Veterans’ 
Administration, in relation to World War I and World War II in 
surance: and he has written treatises on dividend distribution which 
are required reading for actuarial students both in this country and 
in England. So I don’t want to encroach on that. 

But I will try to answer it from the standpoint of a lawyer. 

Now, dealing strictly with the question of this financing of new 
business, the point there, it seems to me, is that even in a mutual com 
pany, you start out with an initial surplus, and that initial surplus is 
required under the law; and there are provisions of the law which 
provide for advances to mutual companies which are subordinate to 
the claims of the policyholders. I think it is section 76 of the New 
York law that provides for that. 

Section 196 of the New York law requires a minimum surplus to 
start with. Now, that is where you start out on your financing of new 
business, and you start out from seratch. 

You finance new business by a borrowing from that, but it is never 
more than a borrowing, and no policy ever goes off the books by sur- 
render, or by whatever it may be, without repaying that borrowing. It 
comes back within 10 or 15 years. 

Mr. Curtis. Can I interrupt? 

Is it actual borrowing shown on the books for a class or group of 
policies ¢ 

Mr. Bevi. Again perhaps an actuary ought to answer the question. 
But in general, let me say in general how it works. 

You pay out some expenses in connection with putting that new 
business on the books and you set up a reserve for that new business 
and you reserve on the basis on which you are holding it. 

Now, those items exceed the amount of the premium. Therefore, it 
comes out of the surplus. But that is only a borrowing. It becomes 
a complete revolving fund. Each continuing group repays what it 
has borrowed within 10 or 15 years. Then, in turn, it temporarily 
finances the new business coming later. But the fellows who finance 
the first group of new business have the borrowing returned to them 
in surplus and that is why I said that in the later years some of the 
dividends I think that go back to the policyholders who are longer 
on the books come out of surplus. 
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think Mr. Howell said that, but I wish you would k M Ma 
ill that question. 
Mr. Curtis. I will save that for later. 


Mr. Betu. Now, there was this further point, and that is it, tl 
ancing of new business does not produce any profit to the po 


olders who finance it. 

In your farmers’ and fruitgrowers’ cooperatives, additio1 yu 
surplus, of course, make for greater earnings for the people who put 
them up, and I think it is quite logical to tax that. But w 


this borrowing from policyholders, thei 


{ } t 
ie Ss lO benefit Lhat come 


here there 


to the people from whom the money 1s ben 


o borrowed, and they don’t 
get any profit out of What comes from the new growth. 
The actuaries keep those thi 2s separate, and al y benetits that 


come to the hew group 0 back to the new vroup l \ i | 


l e dividends o 
the older polievh Lol lers go up as the ORR . returned, t ther 
~ no profit to them from the opera * 

Now, that is a point that hasn’t ass n made, and it 

is very important. It is the difference bet, 
that is really nonprofit, and it isn’t making any profit as I said before, 
except out of the investment Income that is made for the benefit of the 
policyholders. That is the only proht, und « 
oo over to the other group. 


Mr. Curtis. You see, Mr. Bell, I think that I understand t] 


he theory 
perfectly, and I think the committee does, and the questi 


é 1 
seems to me tnat 


Ver a mutual enterprise 


roups prol qaoesn t 


mind is, Does the actual practice conform to this theory ? 
Mr. Bell, I wonder if it could be demonstrated in any way. 


Ail 


) hh Oul 


hat 
actually overa period ot years the re has hot bee n accumulat LONnS W hich, 
iS you say, by theory belong to the poli cyholders; 5 because t] 


lls 
policyholder group, each class eventually disappears, and yet the 
money 1s still in the company and never has been distributed to that 


policy group which is now all dead and gone. 


Mr. Bell, \ ve are concerned about whether this theory actua ly has 
come about, and I realize the difficulty that would confront ai iy com 
pany in actually trying to carry the theory out. Any group of policy 
holders becomes smaller and smaller as time goes on, and eventually 
does disappear, and vel you still hi ave to preserve these reserves and 
urpluses for the protection of the remaining groups. So it 


practical question of whether the theory, which is good, in pra 
carried out. 

Sut I think that you are right; we should hold that until the 
actuaries come to the stand. 

Mr. Bein. May I say a few things about that. So far I have dealt 
only with the question of financing new business. I just would like 
to make this further point on that, and then I want to go on to the 
other 

The further point, is, suppose it didn’t come back. I think it 
very clear that it comes back on the new business and I think that 
can be demonstrated very clearly. 

Mr. Curtis. Just to get ourselves straight, I am not worried about 
the theories, once we establish what happens. 

I want to know what happens first. I have my own idea about i 
if it does happen, what difference there is I am first trving to 
determine whether it does happen 


is a 
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Mr. Berit. What happens on the borrowing I think is very cl 
and I think it comes back, and I think it is only a borrowing, and | 
think that Mr. Marshall will bear me out that there is nothing exce 
a borrowing there. 

I also would like to come to this other “so what” end of it. L don’ 

how you could possibly impose a tax on that without pushing 
down, the burden of it, onto the poli ‘vholders, because that pr 
has to 70 on: that is the only way in which a company can go on. 

Mr. Curris. I am not trying to find this out with the object 
ggesting that there should be a tax on it. I am solely tryi 
to find out what is happening. I might be the greatest advocati 

lying evel if my suspicions are correct that this dane nevel 
taxed, but I still want to know what the process is, and I am 1 
satisfied that I know. 

Mr. Brew Now let me deal with it from a standpoint of wheth 
the surplus comes back, which I think is quite different from wheth« 
the bor owinits gets crm I think the borrowing vets back to surp! 
all right. The question you are talking about it is. Does the surph 
get back to the potieyholbers? 

Mr. Curtis. By individual and not in abstract group of the policy 
holders. 

Mr. Bett. That is right. I think certainly no company wants to 
run an Irish sweepstakes on every closed class, and therefore they try 
to apportion that while a lot of estimates of the future have to be 


even sl 


made. 

I think that may account for some of the difficulty in being able to 
say that all of it comes back. But the purpose is to have it come back, 
and you have these perfectly prodigious efforts that are made to return 
it, by all of these dividend calculations. 

Now, I want to make one point very clear, and it is in the separate 
memorandum that I filed on this increase in surplus point, much better 
than it is in this memorandum here. That is that where you are 
dealing with surplus, you are dealing with a safety fund, and you are 
operating under State laws that require that that : safety fund shall. 
in the judgment of your board of directors, be adequate before you can 
even move on to the consideration of how much you are going to dis- 
tribute in dividends. 

It is this idea that the safety fund is paramount in one of these 
companies. Under section 216 of the New York insurance law, the 
section of the law that relates to the distribution of dividends, we 
break down our own board’s action, and I have always thought of that 
in preparing the agenda, so that they will act on the amount that 
should be retained in their judgment for the safety of the an 
before they move on to the question of what may be distributed : 
dividends. 

Now, that is certainly not the practice that is followed in the case 
of the savings banks. There is no pretense of paying back to their 
depositors the investment income that goes up into building their 
safety fund—but that is, and should be, immaterial, because it 7s a 
safety fund. 

We do try to make an attempt to return it, but where you are dealing 
with a safety fund it is the public policy considerations that become, 
in my judgment, paramount. 
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Mr. Curtis. Thank you very much. 

Mr. Bewu. There is one point that Mr. Mills spoke about yest 

at I would like to mention briefly if I may. 

That was whether a flat tax might not be dangerous. I think that a 
lat tax, sir, with the additional factor of having what is now in section 
5 (b) (8) and (4), which protects the companies whose investment 
wnings are not up to their reserve assumptions, provides the best 
ethod that you can get, that gives you the greatest factors of safety 
ou can get, provided it is down to a reasonable level such as about the 
umount that I have suggested. 

If you have it down there I think that it would take extreme condi 
tions before the industry had to come back to try to get that changed. 
I also think this, and this is on another po it that ve l 

it is that there might be some advat tage 11 tvi 
porate rate, in the sense that the corporate rate dc 
f the Government for revenue. 
Now, I don’t think that the idea of ty 
hould in any way be related to the exce 
hat that theory is fundamentally unsound. 
your report, if it could be shown. as I wo ld | ! lope 
e true basis of this is, then if it had to be unraveled 
there would be a starting point from which to do it. 
Mr. Curtis. Thank you very much, Mr. Bell 
We will adjourn until 2 o’clock. 
Mr. Bell later submitted an additional mei 
n p. 429.) 
(Whereupon, at 12:30 p. m., the hearing was recessed 
the same day.) 
\FTER RECESS 


(The hearing was resumed at 2 p. m., pursuant to the 

Mr. CurTIS. W ill the committee come to orde r. ple ase. 

I believe on our witness list we have next Mr. E. W. Marshall, act 
arial consultant, Provident Mutual Life Insurance Co. of Philadel- 
phia. 

Mr. Marshall, we are very happy to have you with us 


STATEMENT OF E. W. MARSHALL, ACTUARIAL CONSULTANT, 
PROVIDENT MUTUAL LIFE INSURANCE CO. OF PHILADELPHIA 


Mr. Marsuatt. May I first insert this chart and table in the re 
Mr. Curtis. Without objection, it is so ordered. 
(The matter referred to follows:) 
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Mr. MarsHautt. Mr. Chairman and members of the subcommittee, 
my name is Edward W. Marshall, and I am speaking for the Provident 
Mutual Life Insurance Co. of Philadelphia, of which I am actuarial 
consultant, after having served the company for about 38 years, for 
years of which I was its vice president and actuary. 


We have two purposes for appearing here: 


marks and principles which we believe show that the present a 
level of Federal income tax on the life-insurance industry is much too 
high, and second, to indicate what we believe the maximum level and 
basis of the tax should be. 
and our policyholders alike. 

This statement is made from the standpoint of a mutual company. 


However, if past precedents are followed, the level and basis ol 


We 


desire to be fair 


First. to submit 
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developed could be used for the industry as a whole. 
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The presentation will be in terms of tax base, namely the income sul 
ject to taxation as defined in the law. The tax itself is obtained 
multiplying this tax base by the then current corporation tax rate. By 
comparing tax bases instead of tax paid, the variations up and dow: 
corporation tax rates over the years do not obscure the fundamenta 
picture. 

1913-20; The basis of taxable income defined in the law from 191 
through 1920 was abandoned in 1921 as unworkable, unreliable in tay 
yield, inequitable between companies, and productive of much litiga 
tion. It was an adaptation of the so-called total income approach 
reviewed on pages 25 to 32, of the excellent pamphlet entitled “Pre 
liminary Statement of Facts and Issues” recently prepared by your 
staff. 

1921-50: What happened from 1921 through 1950 has a great bear 
ing on our situation today. During that per iod, the tax bases involved 
various adaptations of the so-called free investment income approac!] 
described on pages 20 to 24 of the above-mentioned preliminary state 
ment. Broadly speaking, each company’s tax base (to which the 
corporation tax rate was to be applied) was defined as the excess of it 
(a) net investment income (namely, all interest income less tax- 
exempt interest, dividends received credit, and investment expenses 
before Federal income tax), over its (b) interest required to maintain 
policy reserves, usually defined in the law on some arbitrary basis 
chosen for practical reasons. 

This formula, and this is the nub of what I am going to talk about, 
was very sensit ive to “leverage,” being based on the difference bet weel 
these two major items either of which might move up or down. A 
moderate variation in either of them had a large leverage effect on the 
gap between them which was the tax base. By leverage we mean the 
resulting exaggerated fluctuations in tax base, up to excessive heights 
and down to the vanishing point, as revealed in the attached chart and 
schedule. 

Now let us see what happened under this type of formula. 

1921 formula: In the 1921 law, for various practical reasons, the 
lower item “Required interest” was arbitrarily pegged at 4 percent of 
policy reserves. This practically confined the leverage to that re 
sulting from variation in the upper item, net investment income. 

A glance at the schedule and chart reveals that substantial upward 
leverage in the formula was at work from the outset. In 1919, when 
Congress first considered the new law, the net average interest rate 
on outstanding investments of the companies was 4.66 percent. By 
1921 when the law was adopted, the rate had increased to 5.02 percent 
and by 1923 it reached 5.18 percent near which level it remained for 
several years. The investment income of the industry reflected the 
higher interest yields, and the relative tax base or gap between 
investment income and required interest greatly increased. The Gov- 
ernment profited from this temporary upward leverage, but (as shown 
in column (5) of the schedule) the tax impact on the companies was 
minimized by the relatively low prevailing corporation tax rates 
(10 to 13.5 percent) applicable to the tax base. 

1932 formula: After about 1930, nationwide conditions caused the 
interest rates of the companies to fall, thus rapidly narrowing the 
gap between investment income and required interest, and reduci ing 
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the tax yield. A conference of Government ancl company representa- 
tives was held and a new law adopted for 1932 reducing to 384 per- 
cent of reserves the pegged level of required mnterest, except for com- 
panies basing their reserves on 4 percent interest. 

But this measure was soon nullified by the further decreases in 
nterest rates which reduced the gap rapidly. As shown in column 
(4) of the attached schedule, the tax base fell from 14.1 percent of net 
nvestment income in 1929 to only 2.5 percent for 155 and pract cally 
vanished for 1935-41. ‘The taxes paid correspondingly fell to about 
the vanishing point. Heavy downward leverage w 
at work. 

1942 formula: Tis situation was thoroughly unsatisfactory, and 
in 1942 a new formula was adopted following conferences of Gov 
ernment and company representatives. ‘The onset of World War 
II lent urgency to the situation. The basis of “required interest” 
was further adjusted downward to increase the gap and tax base, 
being defined in effect as 65 percent of required interest on a 31/4-pe1 
ent basis plus do percent of the interest required according to the 
reserve bases actually used. This was hoped to steady the formula. 
Also, as previous formulas had been inequitable between companies 
because of the great variety of internal company policy obligations 
and relationships, the industrywide ratio of the resulting aggregate 
tax base to aggregate net investment income was applied to the net 
nvestment income of each company to determine its individual tax 
base. 


then vigorously 


The revised formula worked satisfactorily for 3 years, but then 
decreases in interest rates on outstanding assets again worked great 
downward leverage. In 1947 and 1948 the gap between investment 
income and “required interest” closed, and the aggregate tax base and 
tax disappeared. 

1949 formula: So once more representatives of Government and 
companies met. The upshot for 1949 was a tax base in which the 
lower item “required interest” was no longer pegged. Thus all bar 
riers against leverage were eliminated. Each year the industrywide 
ratio of agerewate tax base to aggregate net investment income was 
to be applied to each company’s individual net investment income 
to determine its tax base. The arrangement was to be temporary, 
or “stopgap,” pending adoption of a permanent formula. 

sut this new law quickly developed violent upward leverage, re 
sulting from two influences. The upper item, investment income, rose 
because of a turn upward in interest rates on outstanding assets. 
The lower item, required interest, was substantially reduced because 
many companies had deemed it prudent to strengthen policy reserves 
by reducing the interest assumptions. This involved a transfer of 
contingency reserves (surplus) to policy reserves. Incoming new 
policies issued on a lower interest basis than formerly accentuated the 
situation. As a result of this reduction in the required interest, the 
aggregate tax base of the industry was increased by a large amount 
over what it would have been had the reserve strengthenings not oc- 
curred and contingency reserves (surplus) had not thus been trans- 
ferred. 

Under these influences, and freed entirely from any restraint on 
leverage, the relative tax base of the industry began to mount un- 
duly under the 1949 law. Starting at 6.6 percent of net investment 
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income in 1949, it jumped to 9.4 percent for 1950, and it was apparent 
that it could increase in a fantastic fashion in future years. Thus up 
ward leverage was producing an unsound and improper situation for 
the companies, just as downward leverage had previously produced a 
result unsatisfactory to the Government. 

Obviously something was fundamentally impractical about the “free 
investment income” approach adopted in 1921, which even all this 
tinkering over the years could not remedy. 

Present formula: As a result, in 1951, another “stopgap” formula 
was adopted following conferences of Government and — 
representatives. It is still being used, pending development of 
permanent basis. The tax itself is defined as 6.5 percent of net in 
vestment income and is applicable to all companies. This tax is 
mathematically equivalent to applying the current corporation tax 
rate of 52 percent to a tax base of 12.5 percent of net investment 
income. Thus we will use this equivalent tax base of 12.5 percent in 
this statement to compare it with past tax bases. (See col. (4) of 
attached schedule.) 

The present formula represented a distinct improvement in one 
respect. In effect the tax base was a stated percentage of net invest- 
ment income (the percentage remaining unchanged from year to 
year), instead of the difference between net investment income and 
“required interest,” as before. The unstable situation caused by up- 
ward and downward leverage was thus eliminated. 

However, several landmarks convince us that the level (equivalent 

» 12.5 percent of net investment income) at which the present base 
Is nenneedi is much too high. This level, adopted as a temporary basis 
in 1951 and still in use, in effect freezes the status which would have 
been reached in 1951 under the 1949 law after 2 years of strong up- 
ward leverage caused by the 2 influences mentioned above. 

Although this may have been advisable as a temporary expedient 
while a search for a permanent formula was being made, nevertheless 
we believe that the situation was and is fundamentally unfair to life- 
insurance companies and their policyholders. Let us review the evi- 
dence which leads us to this belief. 


LANDMARKS FOR REASONABLE 





TAX BASE 
Landmark 8 from attac hed chart and Sche dule : One landmark for a 
reasonable tax base comes from the attached chart. ome broken line 
represents the actual statutory base from year to y Let us first 
look at the relative levels obtained for the years i949 and 1949 just 
after the tax base formula had been reconsidered and the law revised. 

I might mention, parenthetically, that 1942 was a world war year, 
and 1949, as I recall, was a rearmament year, and the Government 
needed money. 

These levels indicate what was expected from a new tax law in 
recent years when there was neither excessive downward nor upward 
le verage, 

Column (4) in the attached schedule shows that for each of these 
years, 1942 and 1949, the new law then adopted produced (by coin- 
cidence) a tax base equivalent to 6.6 percent ot net. investment income. 


This seems to give a good average level for our first landmark. Com- 
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ared with this ficure our pre Sent tax base of 12.5 perce nt of net in 
vestment income seems very high. 

With this landmark in mind, and to provide a ] eral ptendanne of 
omparison with the present and past bases, the attached chart also 
hows by the black line what the tax base would have beet if, begin- 
ing W ith 1921, it had always been defined as 7.5 percent of net invest 
ent income. The shaded areas show the upward nl cd downward 
fductuations of the actual base from the foregoing standard. Also 

the chart graphically reveals at what a high level the present bas 
vas frozen in 1951 as a stopgap. 

[ have labeled that point in the diagram so that it would stand out. 
Notice particularly the great increases from 1949 to 1950, and from 
950 to 1951. 

It is interesting and significant that if the tax base of 7.5 percent of 
net. investment income had been in effect from 1921 to 1950 inclusive, 
the total tax yield for the at 30-year period would have been $491 mil 
ion, compared with $362 million actually received—over one-third 

ereater. 

Basia princi ple gy We recogn! . howe ver, that a b Foregaing land 
mark of 6.6 percent was noite at by a comparati or historical ap- 
proach rather than by a consideration of basic set ples. From a 
practical vie wpoint, there is much to be said for this compar: itive 
:pproach, as it gives us the benefit of recent past judgments regard 
ing the fair level of tax base at the time changes in base were con- 
idered. Also, it emphasizes the aicameain seevieied so essential 
n dealing with the life insurance business with its long term commit 
ments extending over varying economic cycles. 

But there are also basic principles involved. These are set forth in 
the memorandum of July 28, 1954 (as revised December 3, 1954), to 
your subcommittee submitted by Mr. Haughton Bell, vice president 
ind general counsel of the Mutual Life Insurance Co. of New York. 
Che approach presented is referred to on pages 49-50 of the prelimi 
nary statement by your staff. In the memorandum were stated p1 
iples (which we endorse) as to the true taxable income of mutual life 
insurance companies and the amount of tax which should be paid 
thereon. These principles were app lied to 1952 data, with ageregate 
ndustry figures used for illustration. 

As a proper measure of the tax, there was computed on what wer 
onsidered the best estimates and the most reasonable assumptions, the 
total amount which the policyholders would have paid if taxed ind 
vidually each year for their polici ies at prevailing Federal income and 
average State income tax rates for individuals. The memorandw 
shows that the total of their individual taxes would have been far le 
than the total Federal income and State taxes levied on their con 
panies. In fact their individual taxes would have totaled less tha 
the taxes levied on the companies by the States alone. 

Using the results produced from the standpoint of principles 
done in that memorandum, and considering the State taxes 


first claim under the spirit of Public Law 15 and longsta 
lents, there is a logical basis for stating that there should be 1 
eral income tax whatever on mutual life urance compar 
i result might seem extreme to some, but in this connection 


esting to note that in Canada under prevailing laws mut 
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insurance companies are entirely exempt from income tax, paying only 
what corresponds to a premium tax which goes to the Canadian 
Provinces. 

Mr. Bell’s memorandum properly emphasizes the very practical 
npn ince of taking into account the large amount of taxes imposed 
by the States on life insurance companies, when considering the propet 
level of their Federal income tax. 

The exact figures in his memorandum are, of course, affected by the 
precise estimates and assumptions used, regarding which there might 
be room for some discussion. Asa matter of information, another set 
of calculations was made to test the effect of using what were believed 
to be ultraliberal assumptions, which increased the computed tax 
able income and individual taxes. Even then, the Federal income 
and State taxes actually paid by the companies totaled far more that 
the total individual income taxes for the policies as so computed. With 
State taxes given preference as above, the amount available for Fed 
eral income tax according to these ultraliberal assumptions would 
have been only about one-fifth of the Federal income tax actually 
paid by the industry. 

In other words, according to the very logical approach in Mr. Bell’s 
memorandum, under reasonable assumptions there should be no Fed 
eral income tax at or even under ultraliberal ones the tax should 
be greatly reduced from its present level. 

This conclusion seems borne out by the evidence that life-insurance 
companies in the United States are paying proportionately much 
more tax than such companies in Canada or the United Kingdom. 
According to data obtained by the Life Insurance Association of 
America from two large Canadian companies doing business in the 
United States, Canada, and the United Kingdom, the 1952 taxes they 
paid on their United States business were from 50 percent to 90 per- 
cent greater as a percentage of premiums than those they paid on 
their business in Canada or the United Kingdom. Furthermore, it 
was pointed out that, in the United Kingdom, life-insurance policy- 
holders in connection with their individual income-tax returns are 
permitted to deduct a portion of their life-insurance premiums. Thus 
life-insurance savings in the United States seem much more heavily 
taxed. 

Mr. Bell, in his testimony this morning, gave us another landmark. 
Using as a criterion the past ratios of the companies’ aggregate Fed- 
eral income tax to their State taxes, it seemed that, reasonably, the 
Federal income-tax level should be about one-third to one-half of what 
it now is. 

Clomments on prese nt Le vel of tar base: ‘ The foregoing lk andms irks are 
believed to meus our conclusion that the present Federal income- 
tax level (12.5 percent tax base) is much too high. It would seem 
to us just as unfair to life-insurance policyholders for the tax base 
percentage to be frozen permanently at the present level reflecting sub- 
stantial “upward leverage” since 1949, as the Government might have 
considered it unfair to have had the percentage permanently frozen 
at the low level existing when substantial downward leverage pre- 
vailed. 

The situation is emphasized today because the present high tax 
base came into effect just at the time when corporation tax rates were 
increased to 52 percent. 
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In view of these landmarks, what is a fair and reasonable 
rv Federal income taxation of life-insurance compani Ther 
em to be two important points involved: 
(a) The level of the tax base for the industry as a whole. 

) The method of d tributing the tax Dul ler equitably among the 


ympanies. 


Reasonable level of tax base: We realize that, according to lor £ 
tablished precedent, the companies have beet expected to pay a re 
mable Federal income tax. At the same time, considering the fe 
oing landmarks and the heavy tax demand preempted Dy the states 


e believe that the tax base to be prescribed the new Federal income- 
ix law should be reduced from the present high level 

Weighing practical and theoretical considerations together, we be- 
eve that it would be fair to Government and « ympanies alike, for 
sab her eg tp emp ee t 7.5 percent of net investment income, 


‘compared with the present level of 12.5 percent. At the present 
orporation tax rate of 52 percent this would be equivalent to a tax 
f 3.9 percent of net investment ee iredi to the present tax o1 
6.5 percent.) This is not suggested.as a stopgap arrangement, but 
one expected to last for years as a stable long-swing plan relatively 
free from ups and downs. 

This would mean a return to a more normal and reasonable level of 
tax base—one not frozen at an excessive level when undue upward 
leverage prevailed. As suggested by the projected figures for 1955 
58 in the attached schedule—which are purposely estimated on what 
we believe a moderate basis—the resulting tax base should increase 
substantially as the life insurance industry grows. 

Distribution of faa AMON? individual companies: he industry 
aggregate figures have been used in this statement to appraise past 
formulas for tax base, and to arrive at the level represented by the 
proposed tax base of 7.5 percent of net investment income. We also 
propose that for each individual mutual company its base | 
mined by correspondingly applying the 7.5 percent to its individu: ‘al 
net investment income. The corporation tax rates for the various 
brackets would be applied to this individual tax base to determine the 
company’s tax.’ (Alternatively the tax itself could be fixed at 3.9 per- 
cent (gers aded by brackets) of the company's net investment income 
as discussed in the next section. ) 

The companies almost without exception support the use of a fixed 
stated percentage of net investment income (for tax or tax base), to 


re cet 


be the same for all companies and to continue the same from year to 
year. In general, pb the reservations mentioned in the second fol 
lowing section, they ider it = best type of me tho ; so far knov 


for distributing ice tax baud n with reasonable equity between con 
panies. Furthermore, the enti in Mr. Bell’s memorandum, a 
ready mentioned, indicates that there is a logical basis for this method. 

Should tax t e tied to co rpora tion taw rate? Inthe 1951 law the tax 
itself was directly fixed as a specific percentage, 6.5 percent, of net 


] - 











1The provision in the present law for a reserve interest lit st 1 be ret 
recognize the special problems of small or young companies pT ve ¢ 1 spe ‘ 
provision in the law that, for such companies, the tax prod ‘ ull } 1 


according to some reasonable formula 
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investment income and not tied to the corporation tax rate. Th | 
is theoretically consistent with the principles in Mr. Bell’s memot 
dum which do not relate the tax to the corporation tax rate. 

Kor pract ical reasons, however, our company prefers the plan, ist 


before 1951 and suggested in the previous section, of having the t 
base defined in the law with the going corporation tax rate of the da: 
applying. By this method, the relative income taxes on the life 1 
surance industry and other industries would vary in parallel, as tl 
general corporation income tax rate varies from time to time in a 
cordance with the financial peqnnisementa of our Nation. 

Sup ple mentay Y¥ con Lrac ts, annuit 7E8, € ndow le nts. and SO fort/ ‘The 
oretically, in order to produce an equitable result, the tax base henid 
exclude the interest earned on some or all funds held for suppleme: 
tary contracts (optional settlements, policyholders’ dividends o 
deposit, and the like) and probably also annuity and endowment co 
tracts, which are or will be taxable directly to the policyholder. Th 
inequity otherwise resulting is particularly emphasized under specifi 
policies and contracts for which both company and individual poli 
holder are subject to current income tax on the same funds. 

While our company does not do a group annuity business, there is 

discrimination against the group annuity contracts inherent in the 
present situation, and we would hope that could be rectified somehow 

It is realized, however, that exclusions of these types would intro 
duce complications in the tax law so that probably if the tax base wer 
held down to a reasonable level, as suggested in this memorandum, 
essential equity could be done without the necessity of introducing 
these refinements and complications into the law. 

Stock companies: As already mentioned, this statement is made o1 
behalf of the Provident Mutual Life Insurance Co. of Philade = 
and its policyholders. We believe that the tax base proposed here 
should be the only criterion for mutual companies and also that it can 
be one, if not the only, criterion for stock companies. If your sub 
committee wishes to consider any other aspects of the problem fron 
the standpoint of stock companies, we merely wish to say that we do 
not consider ourselves qualified to discuss this phase of the business 
in which we are not engaged. We do point out, however, that the 
stock companies and the mutual companies are in active competition 
with one another and that heretofore the two types of companies have 
been taxed on the same basis. Certainly the company we represent, 
and we believe virtually every other mutual company, desires no con 
petitve advantage through taxation over their rivals. 


VIEWS ON BASES OF TAXATION 


In accordance with the request of your subcommittee to witnesses 
at this hearing, our views on basic concepts for taxing life-insurance 
companies are presented. In general, we concur in the views on these 
concepts already expressed at this hearing on behalf of the Joint 
Committee on Federal Income Taxation of Life Insurance Companies 
of the American Life Convention, the Life Insurance Association of 
America and the Life Insurers Conference, so far as they relate to 
mutual life-insurance companies. Our following specific comments 
are intended to supplement or emphasize those views. 





TAXATION Ol 


Distributed income as the ta base: The Provident Mutu 
surance Co. opposes the use of a tax base related to the amouw 
ividends to policyholders. Our position is that stated in a 
rom our company’s president, Mr. Bradshaw, to Mr. Curtis as 
in of your subcommittee. The letter was as follows: 


PROVIDENT Mutua LIFE INSURANCE Co. ¢ 
Philadelphia 


Hon. THOMAS B. Curtis, 
Chairman, Subcommittee on Taxation of Life Ii 
Ways and Means Committee, New House Office Building, 
Washington, D.C 

DEAR Mr. Curtis: On July 20, 1954, representatives of the life-insurance 
ness presented te your committee a proposal relating to the Federal in 

or life-insurance companies. Under the first alternative basis stated 
roposal, the tax would be based on 25 percent of the dividends paid to poli 
solders. At a meeting of a large number of life-insurance companies he 
Chicago on July 14, representatives of our company indicated our willingness te 
approve this proposal for submission to your committee. However, upon fur 
ther reflection we have come to the conclusion that alternative basis No. 1 
namely, the part of the proposal which would base the ti on 25 percent of 
policyholders’ dividends—is unsound, and that we should express to you our 
pposition to its adoption. 

Actually, under present conditions this alternative basis No. 1 would produce 
i lower tax for our company than would the other applicable alternative basis 
set forth in the proposal. Nevertheless, we believe it ~ 
would tend to encourage the management of a mutual life-insurance company 
to follow the less conservative course of lowering its gross premiums, with a 
resulting decrease in its policyholders’ dividends, for the mere sake of lowering 
the income-tax base, whereas sound judgment might indicate that the gross pre 
niums should be at a higher level in order to provide adequate safety margi 
lo state it another way, this alternative would tend to discriminate against 
company which followed the conservative course of including larger safety mat 
gins in its gross premiums and which, consequently, returned larger amount 


unsound because it 


of these unneeded margins (dividends) to its policyholders 

It is in the public interest that conservatism be exercised in 
kind, and we believe that provisions which would tend to disco 
tism have no proper place in a tax law. 

If you are planning to have any hearings before the di i 
taxation of life-insurance companies, we would greatly appreciate being 
opportunity to appear before your subcommittee to express our vie 
fully. 

Sincerely yours, 
(Signed) T. A. BRADSHAW. 

Policyholder as basis of taxing life INSUTANCE companie es We en- 
dorse the concept that the policyholder should be made the basis of 
taxing mutual life-insurance companies, as presented to your sub- 
committee in the analysis of December 3, 1954, by the Mutual Life In 
surance Co. of New York. The four basic principles involved are: 
(1) The only taxable income of a mutual company is investment in- 
come, net after all expenses; (2) the rate applicable to measure the 
tax is the individual rate, as in the taxation of other mutual enter- 
prises ; (3) the expense deduction or credit must be given a long term 
rather than a short-term expression on an average basis, which makes 
it logical to state the tax as a flat percentage of the gross (or net) in 
vestment income of each company; (4) State regulation and State 
taxation of the companies must be considered as a major matter of 
policy. 

Viewed against the criteria represented by these principles, the s 
called free investment, total income, and distributed income concepts 
are all believed to be unsound in principle. 
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“T'o al we ome” concept: We consider t his concept unsound, in 
equitable, and unworkable. We particularly oppose the suggestion 
(a) that a mutual life-insur: anaes be prevented under certa 

‘Ircumstances from paying to its policyholders the full amount 





dividends which the company's maeaenpenen considers currently du 
them, so that the amount withheld must be kept in surplus and sul 
jected to tax by the Government: (4) that for tax purposes pe 

reserves be defined on some arbitrary basis so that the vear-by veal 
increases in the resulting assumed arbitrari ran defined surplus ‘of the 
company can be subjec ‘ted to tax: (c) that the po sibility of a lone 


term loss carryback would be a sound and safe substitute for actu 
issets in hand to meet the fixed contractual obligat ions of the company, 

“Free investment income” conce pt: We oppose the so-called free 

nvestment income concept, whether on a company-by-company, ave! 
age rate, or industry ratio basis. In our opinion the concept is founded 
on unsound and erroneous principles and incomplete premises and 
IS inequitable and in npracticab le. We believe that the analysis and 
history of the concept in the ne pages shows its impracticabil- 
ty and unfairness to policyholders as a basis for taxation. 

“(7 7088 income” as the taz base: J ‘Th the foregoing pages we have 
already indicated that we support the concept of a tax base expressed 
as a percentage of net-investment income, the percentage to be the 
same for all companies and to remain unchanged from year to year, 
subject to the reservation mentioned in the second paragraph of the 
foregoing section entitled “Supplementary Contracts, Annuities, En- 
dowments, and so forth.” Otherwise, we oppose the gross income 
concept. 

(Mr. Marshall submitted the following appendix for the record :) 


APPENDIX 


BASIS OF ITEMS IN SCHEDULE AND CHART 


Year,—Hypothetical illustrations based on reasonable estimates are given for 
1919-20 assuming 1921 law, and for 1954—58 assuming 1954 law. 

Net investment income.—As scheduled here it means all interest income less 

tax-exempt interest, dividends received credit, the relatively small reserve in- 
terest credit from 1951 on, and investment expenses before Federal income tax. 
It corresponds to item (16) less item (19) of the tax-return blank. The data | 
for 1921-46 were obtained from the American Life Convention, those for 1921- 
28 having been approximately readjusted to conform to the 1928 Supreme Court 
decision. The data for 1919-20 were estimated from the trend in interest rates 
and other data for 1919-25. Figures for 1947-50 were obtained from the Life 
Insurance Association of America (LIAA) and those for 1951-53 from the large 
cross section (nearly 99 percent of net investment income of entire industry) 
compiled by the American Life Convention from actual tax returns of about 230 
member companies of the foregoing bodies, adjusted to an industry level. 

Actual tar paid.—For 1921-50 obtained from the LIAA. For 1951-53 obtained 
from the cross sections. The credit for taxes paid to foreign countries, etc., was 
not deducted. 

Actual tax base.—Obtained by dividing the actual tax by then current corpora- | 
tion tax rate adjusted to allow for lower tax brackets. The bases for 1947 and | 
1948 were actually negative, the aggregate deficit being covered by the bases for | 
accident and health business. 

Net interest rate—From Life Insurance Fact Book. Before Federal income 
tax from 1941 on. Reflects the interest earned (less investment expense) on all 
outstanding invested assets, whether tax exempt or not. 

Corporate tax rate.—The top bracket corporation tax rate is scheduled, but in 
the computations reasonable allowance (estimated from the cross sections a1 d 
Spectator Year Books) was made for the lower rate applicable to the lower tax 
brackets. 
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elating to accident and health business 

| formula. The exclusions were estimated 

obtained from the LIAA nd known trends 
liability of results Endeavor is been made to I 

tors likely to have a mater nfluence on t 
ved that the results give a reliable general picture 


Mr. Curtis. Thank you very much, Mr. Mars! 
(re there any questions ¢ Mr. Knox? 


Mr. Kwox. Mr. Marshall, in the vear 1940 tot 


ctions amounted to approximately $5 billion. 
ibout S68 billion, almost | | times as mue¢ h 
Mr. MarsHauu. 1} did not get t] 


. first part of your sent 


Mr. Knox. In 1940 the total Federal tax collectior 


ipproximately $5 billion. Today they amount 


lmost 1 { times as much. Going back to the yei 
ompanies paid a flat rate of ae percent, Today they 


rate of 61% percent, about twice as much. N« 
fe insurance companies paying more 1n pro} 
xpayers today ? 

Mr. MarsHauu. I think we are trving to tax 


lustry and not volume compared with some othe 


be unrelated, 
Mr. K NOx. L believe the reisare tionship 
Mr. Marsnati. This five to sixty-eight bill 
to see anything but what 
compare its taxes before ant ifte with 
hat is the reason that I put tax base here so tl 
f all, the changes in tax base and keep av 


mnfusions that there would be, at least to me, to ] 


e tax yield alone; beca , of course, the tax 

it is taken into account in tax paid, it t] 
ested in at this stage. 

Mr. Knox. We have to look fo1 justification 
well as we have to look at the just cation today. 


Mr. Marswauyu. Within the life insurance ind 


the relation to the net investment income of the 
hard for me to correlate that with something out 
Mr. KwNox. Are you unable to @Mive an answel 
the life insurance companies are pay © more 
the other taxpayers of today or not? 
Mr. Marsnauu. I do not believe that there 
hich stood still during that time and its tax | 
Why should that be taxed more than the incre 
ix rate? And you project that illustration int 
not what I am trying to get at 
Mr. Knox. Of course, what we are trying t 
for what we do; that is the reason for the questi 
Mr. MarsHatu. I am just ne to unde 


hard for me to see ai connectio} ] nder 
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Mr. Knox. Please understand me, Mr. Marshall, I am not ad\ 
cating it, 1am asking a queen. 

Mr. MarsnaAuu. I do not believe there is any correlation. Hey 
happening inside the business is the relation we are interested in fi 
arriving ata tax base; is it not? 

Mr. Kwox. That would be your — answer ? 

Mr. MarsuaAuy. If I understand, Mr. Bradshaw, president of o 
company, made a suggestion that the individual rates have gone 
as well as the cor porate rates on the individual incomes. 

Mr. Knox. Would you be of the opinion that back in 1942 the insur 
ance companies hi id bee on di iserimin: ited ag uinst as far as the tax rats 
were concerned / 

Mr. Marsuauu. I have not figwred it out. sir, but I would think tha 
in terms of tax base, which I am doing my thinking in and have limited 
it to that, I would think that that is a reasonable tax base that wa 
suggested as a landmark. 

It seems to me that to represent a reasonable average in-betwee1 
picture there for a starting point for something which is admitted] 

landmark and if, as I said, we use Mr. Bell’s approach, it would 
presumably be less yet. 

Mr. Curtis. I guess there are no further questions. 

Thank you very much, Mr. Marshall, for your very helpft 
testimony. 

Mr. Marsuauy. Thank you. 

(The following additional material was later received from Mr 


Marshall :) 


SUPPLEMENTARY STATEMENT ON COMPARASIVE TAX YIELDS BY EDWARD W 
MARSHALL 


Comparison of increases in internal-revenue collections with increases in life 
insurance company income-tax yields should be made over the same periods of 
time; not different periods as used in the question. Either 1940-53 or 1942-53 
may be used but the same years should be used in both cases. The attached table 
shows that life-insurance company Federal income taxes increased proportion 
itely more than either general corporation income taxes or the total internal- 
revenue collections over both of these periods. 

\ more valid comparison is made between corporate tax rates and life-insurance 
tax rates measured as a percentage of net investment income for the period since 
1942. Between 1942 and 1953 general corporate tax rates (normal tax and sur- 
tax combined) increased from 40 percent to 52 percent, an increase of 30 percent 
Life-insurance company tax rates increased from 2.6 percent to 6.5 percent, an 
increase of 150 percent. Thus, over this period, the increase in the life-insurance 
company Federal income tax burden was relatively five times greater than the 
increase in the tax burden of corporations generally. 
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SUPPLEMENTARY STATEMENT ON DISTRIBUTION OF SURPLUS y Mutua I] 
INSURANCE COMPANIES BY EDWARD W. MARSHAL 
The views expressed in this statement are persona nly nd not ¢ behalf 


any company or organization 

There has been some interest expressed at the hearing as to whether mutua 
mpanies, for the expansion of their new business, are permanently diverting 
inds which should be reasonably and equitably attributable to an exist are 
groups of policyholders 

In the company with which I am connected, endeavor has been and is made 








to preserve equity among our groups of policyholders, and it is our inte! 
ontinue to do so. Asa single example, our company has ystematic prog 
ased on careful studies and carried on for the } O ve designed t ‘ 
ery large older segment of its business in such a safe le ind equitape 
vay that the segment will always be fully self-supporting rec the 
benefit of all funds reasonably and equitably at table rh pre 
gram, of course, considers also the optional settlements likely to arise from the 
ip. 
L cannot speak with precise knowledge of the pra: es of her companies 
However, I have the conviction, received from studying the dividend forn 
f a substantial number of compan es, that they are goir to great tenet i 
msider factors intended to preserve reasonable equity among policyholders 
Another question raised at the hearing was wheth 1 continued increase 
he absolute amount of surplus of a compa necessarily means tl f 
iny is permanently withholding dividends from any group or grou] policy 
holders. I do not beliéve that would be so. It is a recognized fact that, 1 
given block of business issued in a given calendar year, the so-called asse re 
Ss normally greater than the reserve after the block has been in force a few 
ears (see staff report p. 7), thus producing surplus. In computing the 
hare all the new business costs attributable to plac yr the blocl the books 
would be attributed to the block itself. The surplus attributable to the block 
would normally increase for awhile before it begins to decrease 
The surplus of a company necessarily represents the aggregate of the su : 
ess deficits) reasonably attributable to the individual b ks wl ( ‘ 
the company. Thus if a block of new business issued in 1 y 
the blocks issued previously, the time duly comes when, under normal cond 
contributes a relatively larger surplus to the aggregate. Thus the cw 
zrowth in the aggregate surplus of a company was steadily increasi: ew busi 
iess production could well be a normal reflection of eg th In Sur] s re 
ng from the issuance in previous years of blo g y 
In this connection, a growth in absolute or relative rp may be but te 
porary phase. A dividend increase may be in immediate prospect, or there 1 
e a temporary surplus building program designed restore a ] \ 3 f 


safety, or the increase may have been the re f ( ns not 
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persist In good times, it nay be a wise pian to allow relative s irpl is to increas 
omewhat, against the possibility of less favorable times when the surplus would 
be a cushion against loss and against dividend reduction. 

here seems to be a third question implied in the questions at the hearing 
“In a mutual company is there a separate entity or interest apart from the bene 
ficial interests of the policyholders, involved in either new business or surplus 
operations?” The answer is “No.” 

In a mutual company there is not and cannot be a separate new business entity 
or a capital entity, or any interest in the company apart from the benefi 
interest of the policyholders 

If a mutual company completely ceased the writing of new business, the exist 
ing groups over their entire lifetime should, according to the mutual principle 
and except for the losses mentioned in the next paragraph, receive no more or 





less in equivalent value than if the new business activities of the company had 
continued. At the end all the assets of the company would have been used up 
by the contractual obligations and dividends to the policyholders. The assets 
could not legally or morally go to any other use 


On the other hand, if the new business activities should cease, the existin 
policyholders would almost certainly lose through a gradual increase in unit 
overhead costs due to the decreasing size of the company, the disintegrating 
effects on personnel and services resulting from a declining enterprise, and the 
almost certain increase in mortality due to withdrawal of more healthy lives 
from the group for various practical reasons. 

Mr. Curtis. Mr. Dudley, Jr., president of the Life & Casualty 
Insurance Co. of Tennessee. 

We are very happy to have you, Mr. Dudley. If you will, give a 
very brief statement as I requested of your background in the insu 
ance field and your reference to who assisted you in preparing you 
statement, please. 


STATEMENT OF GUILFORD DUDLEY, JR., PRESIDENT, LIFE & 
CASUALTY INSURANCE CO. OF TENNESSEE, NASHVILLE, TENN. 


Mr. Dupiry. I am Guilford Dudley, Jr., president of the Life & 


Casualty Insul ince Co. of ‘Tenne ssee, and | will give you a brie? 


outline of 1 aackground, which is as follows: 
[ started with my company as an agent in 1930, and with the 


exception of 1 year in the investment business in 1929, I spent my 
entire business career with this company. After holding almost ev ery 
job with the company, which I will not enumerate, I came up through 
the agency end of the business, but I would like to make one thing 
clear, and that is that I never was an actuary or a lawyer. I was 
made president in 1952. I have served on my share of industry com 
mittees and boards, in luding the board of clirectors of the LIAMA, 
chairman of the combination company section of the American Life 
Convention, and I am currently serving as a member of the executive 
committee of the Life Insurers ( ‘onference, W hich consists of some 90 
companies, mostly stock, and mostly domiciled in the South. This 
committee has been concerned almost exclusively with the tax bill 
since last spring. 

Mr. Curtis. Thank you very much. 

Mr. Duptey. Ours is a medium-sized stock company, with some 
5,000 stockholders, scattered all over the United States. We do busi 
ness in 13 States and the District of Columbia and rank 52d in the 
list of companies with reference to insurance in force, with something 
over $1 billion of life insurance in force. 

I greatly appreciate the opportunity afforded to present the views 
of our company to this subcommittee. 
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Our company appeared before the subcommittee on July ; 1954. 
At that time we expressed opposition to a proposed Fe der: al tax 
formula, which has become known as the distributed income approach, 

hich had been advocated by the joint ALC-LIAA committee on 
Federal income taxation of life-insurance compan es, as an alternative 
to the present formula, at an earlier hearing before your subcommittee 


mn July 19, 1954. 


Since that time, and at this present hearing, the joint committee 


Federal income tax of life-insurance companies has vigorously 
ndorsed the formula of a 614-percent tax on net investment income, 
which you refer to aS gross investme? t income, of life-insurance 


companies. 

Also, this 614-percent formula was unanimously endorsed by the 
members of the Life Insurers Conference, of which this compa \ 3a 
member, at : called meeting of the membership at Atlanta, Ga., on 
November 29, 1954. 

Laat we make it clear at the outset that we are in complete 
accord with the indus try’s present position as regards to Federal 
taxation of life-insurance companies. 

At the time of our hearing, we felt that, all things considered, t 
present approach of taxation of the life-insurance industry repre- 
sented the fairest and most workable approach then apparent, and 
that the three-pronged formula that had been suggested as an alter- 
native was replete with infirmities and inequities. We further felt 
that if certain of the concepts therein suggested were pursued, there 
would ultimately follow the extinction of stock-insurance companies 
of which we are one; and that stagnation or monopoly in the insu 
ance industry would finally come through the inability of any new 
insurance company to form. 

The statement which we presented to your committee addressed 
itself to many of the topics suggested as appropriate to this hearing 
We undertook to point out that any formula based upon taxation of 
“distributed income” was at complete variance with ordinary concepts 
of taxation and, in its operation, would penalize the payment of divi 
dends by insurance companies while, at the same time, other corpora- 
tions were being penalized for not paying them. It was hardly neces- 
sary to point out the artificiality and ease of circumvention of a 

‘distributed income” approach. By reason of pressure to minimize 
taxes, dividends, both to stockholders and police yholders, could be ex- 
pected to diminish; and in the case of stockholders, the taxes paid by 
the individual recipients would become less and less. That, I think, 
is an important factor from the Government standpoint. 

It was and must be recognized that any attempt at taxation of 
dividends paid by stock companies must be fairly bal: anced by taxa 
tion of dividends to policyholders of mutual companies. Imbalance 
in this regard would necessarily result in unintended competitive ad- 
vantage. While an arbitrarily selected figure was suggested to segre- 
gate actual return of premium from interest earned in mutual dividend 
payments, the report of this subcommittee points out that among com- 
panies this varies from 12 to 33 percent. It would be, therefore, 

almost accidental if these two approaches could be put in balance. 
Also, in a consideration of any “distributed income” approach, it 
should be noted that stockholder’s dividends are taxed to the recipient 
while policyholder’s dividends are not. 
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We further pointed out that the inequities in this three-pronged 
approach including within it the altern: itive embodying the concept 
of “distributed income” taxation were fully demonstrated by t! 
very wide diversions between a company’s tax as calculated under th 
distributed income prong and the common alternative prong. We 
pointed out the end result which, by reason of numerous factors, wou 
achieve, in the main, a substantial reduction in taxes for the ad 
companies and a severe increase to the medium and small companies 

1 would like to depart from the text to summarize the arguments 
we made to the committee last July, so that they will be in the record 

The inclusion of paragraphs . “Policy holders’ dividends,” and 2 
“Stockholders’ dividends” in the proposal renders it unsound. 

A. “Clash dividends paid to stockholders” detines nothing except 
the cash dividends that the directors decide to pay stockholders. lt 
dloes not define net income; it is nota logical concept of taxable income. 
\ companys which pays a million dollars in cash to its stockholders 
has earned no more and no less than a company whose board of dire 
tors votes to use a million dollars to increase capital by the issuance 
of stock dividends. It has earned no more and no less than : company 
whose board ot directors conclude to use this million dollars CX 
increase surplus and/or reserves. 

B. A taxing law which permits a particular company to select, by 
its own corporate action, under which of two logically disconnected 
approaches it will pay taxes is novel, illogical, and unsound. It is at 
once apparent from a glance at the proposal that any stock company 

an itself make the choice ~~ ther it will be taxed under paragraph ye 
“Stockholders dividends,” ? r paragraph 3, “Net investment income.” 
By the same token, any ee al company can, by a reduction in gross 
premiums, minimize dividends to policyholders thereby choose taxa 
tion under paragraph 38, “Net investment income.” The manifest 
ease of circumvention demonstrates the superficiality of the inclusion 
of these factors. The Government, of course, could not base any 
revenue estimates thereon with any assurance of certainty. 

The novelty of the approach isstartling. The precedent is prob 
ably bad. Of course, tax considerations affect all business action, yet 
it would seem to be of questionable wisdom to promulgate a tax law 
which would actually compel insurance companies to fix gross pre 
miums, dividends to police) vholders, and dividends to stoe kholde T's, only 
after periodically answering the question whether or not a partic ular 
decision in this regard would drastically dnaet ‘the formula for 
taxation. 

D. Under the proposal, companies which pay dividends both to 
stockholders and policyholders will pay taxes only on one line of 
business, and not both. The logic of this is not apparent. 

I. By reason of the election left with the taxpayer, neither the tax 
of a particular company nor that of the industry will necessarily 
fluctuate with actual income or growth. It is obvious that as com 
panies suffer from the application of paragraph 1, “Policyholders 
dividends,” or paragraph 2, “Stockholders dividends,” they will 
govern their dividend policy as to achieve taxation under paragraph 
“Net investment income.” Until this day is reached by all companies, 
discrimination will prevail. 

Now, to go back to the text, page 3 in our statement. 
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\ir. CURTIS. Just a minute, please. Mr. IK 

Mr. Knox. I would lke to Inquire Trom yo 

ve 2 of the statement: 

was and must be recognized that a1 
ock companies must be fa balance 
lers Of mutual companies 
Now, are you speaking of the 
e you speaking relative te 
tax ¢ 

Mr. Duptey. [am speakn o of the Insurance companies paying the 

¥. We feel, of course, it would put us ata competitive aduisady wnntace 

the stock companies, for example, were taxed on the dividends to 
tockholders and the mutual companies were not taxed on the 
vidends to po hiecyhol lers 

Of course, th: at is not curre ntly conte mp lated in the three pronged 
proposal. But unless it is bal unced, it would put us in a very definite 
ompetitive disadvantage i In the market place. 

Mr. Knox. Preceding your testimony, Mr. Howell testified, I be 

ve this morning, that the only dividend that is realized through a 

1utual company is based on the premium rate that has been estal 

shed: is that not correct ? 

Mr. Duptey. I think so, but I thought that he also said that it was 

ased on the experience they had with the policy. I am not qualified 

to state about ae or mutual companies, what method they 
ise to calculate dividends, but I thought it was the rate and also the 
experience on it. Iam not sure of that point. 

Mr. Knox. I w as trying to determine in my own mind, and for the 
record, as to the justification of your statement here, as compared 
with the statement made by Mr. Howell relative to the dividends paid 
from a mutual company to the policyholder and as to whether through 
the stock company it was solely earnings that the dividend would be 
paid from and nothing from the premium rate that was estab ee 

Mr. Duptey. Well, I think I see what you are speaking of there, 
but that was not the point that we were trying to make. We were 
only trying to point out a competitive disadvantage that we might 
have. As to what happens to the dividends of the policyholders, I 
really do not feel qualified to expound on that subject. 

Mr. Knox. Another reason for bringing this question up was that 
t was demonstrated here through testimony that the mutual com- 
panies had a higher rate, premium rate that is, than the stock com- 
panies, and it was a matter of returning back that portion which made 
it compar: able to what the stock companies were charging, as far a 
the premium rate was concerned, and knowing, of course, that the 
policyholder has paid a tax upon the money that he has paid his in 
surance premium with, I was wondering where the justification came 
if it was coming back once again to the policyholder instead of to the 
company. 

Mr. Duptey. You are speaking now somewhat of an approach of 
the Mutual Life of New York on the theoretical tax to the policy 
holder ? 

Mr. Kwox. I have no company in mind. 

Mr. Dr DLEY. Well, that was the approw h made in the testimo 
earlier. 
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Again, that gets into an area of the mutual company as to wl 
they do with their dividends. The only position I can take on th 
as I see it, it seems to be apparent to us that if there was no tax, 
other words, if you did tax us on our dividends to stockholders and d 
not tax the participating companies on their dividends to poli 
holders, it would put us at a competitive disadvantage. 

The other question, I am not sure that I follow all the way throug 
on it, but I do not believe I am qualified to speak on what Mr. How 
testified this morning. 

Mr. Knox. One other question. 

Mr. Duptey. Yes, sir. 

Mr. Knox. From what you have said, I would be inclined to belie, 
that you would not feel that the mutual company was adjusting t 
rate when they paid the dividend back on the premium rate. 

Mr. Duptey. Well, I would say this: It has been my understanding 
that a dividend paid back to policyholders is, of course, a refund t 
some extent of an additional premium that has been charged orig 
nally; that is, it isa refund of an overcharge although I do not think 
that is the concept they would normally take. 

There, again, we are getting into an area that I am not too familia 
with. We a taken that position when we are selling a flat rat 
th: at the other is adjusted higher, but if they have good experienc: 
with their iesmnianenl income mortality, and so forth, they would pay 
back an additional dividend to their polic yholders. 

Mr. Knox. My questions were directed to you for information fo1 
the committee to get your opinion as to what the rates were relative to. 

Mr. Duprey. Yes, sir. 

In our statement we expressed the belief that the present concept 
was the soundest one. After studying the very thorough and abk 
report of the staff of this subecommittee—and, by the way, I endorse 
everything that Mr. Adams said about that report—our conviction 
in this regard has been strengthened. We do not claim that gross 
investment income taxation offers a perfect solution to the problem 
We realize that our industry has not come forth with a perfect solution. 
We believe that it is clear beyond doubt that the exhaustive report 
of the staff of this subcommittee demonstrates that there is no perfect 
solution yet apparent. Such being the fact, we believe that we in 
the industry, the Treasury Department, this subcommittee, and the 
Congress must seek the fairest and the most practical approach that is 
available. We firmly believe that the gross investment income concept 
is such. Our reasons for so believing are as follows: 

1. Experience has demonstrated the workability of gross investment 
income taxation. We have the experience of some 4 years of opera 
tion under this formula. We know from this experience that the 
burden of taxes within the industry must have been fairly equitable. 
We have not seen evidence of any partiality to stock or mutual com 
panies—or to large or small companies. All of us have grown. Any 
suggestion that preference has resulted to stock companies is for prac 
tical purposes refuted by the fact that a number of stock companies 
have accomplished or commenced mutualization during the period 
of life-insurance company taxation. 

Experience under this concept has demonstrated that with the 
growth of the insurance industry, there is corresponding increase in 
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taxes paid. With our company, which is not a large one, our Federal 
tax has progressed as follows: 
1949 
150 
1951 


1952 





19052 
1 hed 





I might add this year it is estimated it will be $450,000. 

The increase in taxes from 1951 to 1953 has been 38.2 percent. Li 
the same period, our business in force has increased 28.9 percel t, ana 
yur reserves 32.5 percent. The industrywide figures are not incon 
istent with our experience. 

2. The simplicity of the gross-investment-income approach is of 
value, not only to the industry, but to the Government. I am advised 
by our attorneys that litigation under the present formula has beet 
negligible. While I do not have any figures on the point, 1 would 
venture to say that the tax dollars collected from the insurance com 
panies over the past several years have been at a minimum cost to the 
Treasury Department. Whule, of course, simplicity is not a prope 
. substitute for equality, it is itself a virtue. 

3. There does not inhere in the gross-investment income approach 


l 


discrimination among the industry. Gross-investment income is a 
common denominator of stock and mutual companies; of large and 
small companies. While the major part of such income is necessarily 
pledged on some reserve basis to meet contrac tual obligations and these 
reserve bases differ from company to company, W ith reasonably col 
sistent underwriting practices, this cost must the long run be about 
the same throughout the industry. Regardless of differences in re- 
serve selection or State reserve requirements, this cost is going to be 
ibout the same to all of us. 

Accordingly, the tax upon gross-investment income, going up wit! 
increased earnings, ana FONE down with diminished earnings, In a 
practical way is geared to ability to pay. As has been demonstrated 
by the experience of the past several] years, as the companies grow, 
their taxes increase. 

The tax reaches the true income of a life-insurance company. Im 
partial experts after long study have reached this conclusion. The 
quotation from Dr. T. S. Adams, tax adviser of the Treasury De 
partment, quoted in the subcommittee report aut page L5.1s appropri ite: 

It has been suggested—and I think it is obviously sound—that the only true 
basis of income of a life-insurance company is its investment income—interest, 
dividends, and rates which it receives, * * * 

So long as the same rate of taxation Is applied to a common facto1 
of stock and mutual companies, the competition of the market place 
will preserve equality between the two. 

We recognize that it has been suggested that the gross investment 
income approach is deficient in that it does not take into account pre 
mium income, We believe that in a consideration of a total income 
approach, the following factors commend its rejection. 

1.. Premium payments are basically deposits by policyholders and 
accordingly fail to meet the common concept of income. It appar 
ently is recognized in all quarters that by virtue of the peculiar nature 
of the life-insurance business—wherein the obligation assumed is 
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Ole to del Vel dolla sal some di { nt date which date may be eXxte 
delayed by factors beyond the vision of man—that It is an absol 
iM po Sib | C\ to leterm ne at the end of an nil ual pe riod y het] 
or not profit or less has resulted or will result. Competent a 
interested. persons have long sought some fair method of mak 1o 
nterim determinatio in this regard, so that f there be a profi 
might be taxed. We do not believe that a solution has been f 


Along these lines, and in recognition of the problem, suggestion 


been made for a 20-year tax carrvback Phe unwiteldiness alone 
i , | we } >. { \ 
u iX Tile i OUI. We ) eVe crore reyect l i 
\ l l t t \ ! ec roul ley Sin \ pl ( e ( 
| 

I) ioOreala ince that a tate C onore migh ‘ i ‘ 

S i ] ] ’ . 
or Tail to imple nt it with appropriation 1 periods of finan 
tress 


I realize that that statement was corrected veste rd: LV, a far as th 
present law was concerned, but we still conte “r that it could br 
repealed. 

The same experience that has demonstrated the reasonable work 
ability of the present formula bears witness to the contrary result du 
ing the years prior to 1921 when a total income approach was bei 
tried. Litigation between the Government and insurance companie. 
over the proper amount of tax payable was most extensive. Iam sur 
that the cost of collection was great. Results were unsatisfactory to 
the Government and the industry. 

Any formula for total-income taxation must provide for deduction 
for polic’ V reserves, It must still be remembered that the insurances 
companies of the United States exist and operate in 48 different State 
subject to 48 different insurance commissioners and 48 different legis 
latures. Even under the most carefully drafted law, we believe that a1 
attempt at a total income approach would recommence the extensiv 
litigation between insurance companies and the Government which 
would do neither any good. We believe that this practical factor is 
worthy of consideration. 

The total income approach would seriously impair the maintain 
ing of adequate surpluses and might well thereby force the extinction 
of stock insurance companies. The place of insurance in our society 
requires that, above all, the life-insurance company remains finan 
cially strong. Our surpluses are as important as our reserves, and 
must grow withthem. The failure of no business would have more far 
reaching and untoward social consequences than would the failure of 
an insurance company. The total financial accumulations of many are 
in insurance alone. We in the industry must always remember that 
assets do not always maintain their apparent value, and that businesses 
have failed. Our policyholders do not have any Federal Deposit In- 
surance ¢ ‘orporation as a cushion as do depositors in banks and savings 
institutions. While we are confident that it would never be the in- 
tention of the Congress to enact a taxing statute that would write the 
demise of a substantial segment of the insurance industry and prevent 
the formation of any new insurance e companies, it is my firm belief that 
if we are subjected to a taxing statute that, in addition to ti aking our 
true investment income, undertakes to tax a nebulous and possibly non 
existent profit from premiums, stock companies will not be able to pay 
their owners a fair return on the capital and maintain a safe and ade- 
quate surplus. They will be forced to cease to exist as stock companies. 
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. We also believe that pertinent to t 

that our gross premiums are tax 
ttee report indicates that this tax 

s premiums. Our experience 

ly oF percent. The Mat try 
e States In tax on premilun 
rr State taxes which are quite 
“l that ultimately ther 
he States and the F. 

» that there ent loo 
; leaving to the States the ta 
und the Fe 
investment 

We have not in this st ent undertake 
tions involved. feelin © that there are ot 
loso. Naturally my primary interest 

tock Companies be equitably treated and 
believe that new companies should be ent 
neither the insurance industry nor the Treas 
Congress need make any apology for the fact 


1 


o grow and are still growing, and that taxat 
of business. ‘The insurance industry makes a ve 


» the revenue needs of the States 
elleve, is bearing’ its Tair share of the 1 
otates. 

Realizing full wel] that ho single approacl 
belief that an adherence to the cone ept now 
standpoint of the industry, and, from the 
ment, the preferred course. We accord 
of this formula and urge its recomme! 

Mr. Curtis. Thank you very much. 

Are there any quest ions? 

Thank you very much, Mr. Dudley. 
ance before th exer utive session, al a 
thinking as you have here today. 

Mr. Duptey. Thank you, gentlemen. 

Mr. Curtis. Mr. Davis, president of th« 
Co., of Montpelier, Vt. 


STATEMENT OF DEANE C. DAVIS, PRESIDENT, NATIONAL LIFE 
INSURANCE CO., MONTPELIER, VT. 


Mr. Davis. Mr. Chairman and members of the committee, I will do 
my best to make this very short and will introduce myself as Mr. 
Deane C. Davis, of Montpelier, Vt., president of the National Life 
Insurance Co., a lawyer, not an actuary, and not a tax expert, but, as 
I have sat here for these 2 days, I am about at the conclusion where J 
think that is rather an advantage to me. 

I should like to say that my connection with the life-insurance busi 
ness has been about 14 or 15 years with this same company. I was 
formerly a practicing lawyer, later a superior judge in the State of 
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Vermont. I came into the life-insurance business with this company 


as its general counsel and 414 years ago was elected president. 

I would like to say just a word about the company which I represent 
and on whose behalf I testify here today. This company was organ- 
ized 106 years ago and is, I believe, the ninth oldest life insurance com- 
pany in America today. It was organized in this extremely rural 
section in Vermont and has always done business in that environment. 

During its 106 years of existence, it has grown gradually, but con 
tinuously, until today it has insurance in force of a little over $1.2 
billion. It has assets of nearly $600 million and has weliey kel lers of 
approximately a quarter of a million. 

Now we happen to believe in our company that it is highly desirable 
and essential in the interests of the members and of the American 
public that the OTOSS premium be established at level containing’ a 
generous margin of safety. This we believe in a mutual company is 
an eens requisite to soundness and safety in a business de- 
voted to the building of security for the family. It is only when 
these margins are unquestion: ably — bape at it can be said ta it the 
life insurance company’s promises will be paid years hence in spite 
of any foreseeable and even unforeseen senile ney. It is the record 
of achievement in fulfilling their obligations over a long period of 
history that has made it possible for mutual life insurance companies 
to attain their well-deserved recognition on the part of the American 
public which has made life insurance in this country such an im- 
portant factor in American society and economy. By and large the 
public believes that a promise by a life insurance company may be 
relied upon for fulfillment to an extent enjoyed by no other type of 
business or industry. I might add, even the Government. 

The more a mutual life insurance company dedicates itself in prac- 
tice to this basic principle, the better job it does for its members, The 
company W ith ample margins in its pre miums has a substantial safety 
factor in addition to that afforded by its general surplus. 

The life insurance business is a business highly charged with a 
public interest. To the extent that life insurance grows, to that 
extent does it minimize the obligation of Government to provide 
security from tax revenues. 

In my considered opinion, the best interests of the country would 
be served if mutual life insurance companies were entirely exempt 
from taxation, It is not my purpose, however, to speak to that point 
here today, since established governmental policy has already settled 
that question. The fact of public interest and the extent to which 
the existence of a healthy, vigorous life insurance industry minimizes 
the cost of Government, however, are points quite pertinent to the 
question of the extent to which the growth of the industry shall be 
burdened by taxation. 

Now, I am here today appearing primarily and almost entirely for 
the purpose of putting on the record my own views with respect to 
the proposal which was made by the industry committee, which I 

call the dividend alternative and which, in the staff report, is called 
thee distributed income approach. 

I believe this proposed tax on dividends is unsound, illogical, mani- 


festly inequité ible, and, in addition, is inconsistent wth the general 
welfare of the country. 
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A tax upon dividends of a mutual company 1S essentially a tax 
upon capital and not upon income. 

‘Now. I am a little confused as to just the extent to which we have to 
oppose this proposal, because the proposers , if 1 understand corre tly, 
now do not propose any more. 

Mr. Curtis. That part is true, but nonetheless, the committee wants 
to have this record complete not for its sake alone but as a future bas 
upon which to go back to, so I think it is very wise to get these matters 

this record. 

Mr. Davis. Thank you, Mr. Chairman. 

1. A tax upon dividends of a mutual company is essentially a 

pon capital and not upon income. 

The next paragraph of what I have to say on that point rather 
umuses me at this point because the last witness we almost the same 
language and we reached this same language by different approa 
He represents a stock company, I represent a mutual company, and 
[ am sure there are some things we would not agree upon, but sure ly 
we agree upon this point, so I will reread it since two people arrived 
t the same almost identical language. 

“Policyholder dividends” is a definition of not hing except an agg 


core 


gate amount of cash that the directors annually vote to return to the 
policyholders. To the extent to which the div idend arises from mot 
tality and expense savings It does not define anything which could 


slig 


possibly be called income and does not re present in the rhtest degree 
new wealth created. 

In most well-managed mutual life-insurance companies the major 
portion of the dividends received by policyholders is derived from 
mortality savings and expense savings. The gross premium contains 
provisions for heavier mortali ity and highe ‘rexpenses than are antic 
pated ; and it is expected by the policyhol we and Insurer alike that 
there will be returned to the eelie yholder that portion of the police 
holder’s capital which is shown by subsequent actual experience not 
to have been required. Hence, insofar as mortality savings and sav 
ings In expenses comprising a dividend are concerned, a tax thereon 
becomes not an income tax but an excise tax upon capital returned to 
the member. There is no more reason for imposing a tax upon the 
return of this capital than there is when a bank returns a deposit of 
capital to one of its depositors. Moreover, the policyholder in such 
case has already been subjected to individual income taxes in connec 
tion with the process of acquiring this capital. 

It is true that ordinarily in every dollar of dividend returned to 
the policyholder in a mutual compat V there is some portion thereof 
representing investment earnings on capital retained by the company. 
To this extent there is new wealth created and income, and as such a 
very proper base for income taxation, providing of course that the 
policy question is settled that the mutual policy yholder should be taxed 
at all. It is impossible to understand why anybody should propose 
to reach this element of income by a definition that has no direct rela 
tion to.actual earnings. 

2. A tax upon dividends is discriminatory and inequitable as 
between companies. 

The company which has established a high level of gross premiums 
in the interests of maintaining the unquestiol ed soundness of its op 
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erations can and normally does pay larger dividends to its pol 
holders than an equally well-managed company differing from it or 


in that the latte rhnas a lower le vel of OTOSS premiums. The lare 
dividends of the more conservative com ipany subject it toa pena ilty 
conservatism whenever it become subject to a tax measured by 
dividends. 

A new company, a rapidly expanding company, or a comp 
writing a large proportion of its business on low premium forms 
insurance will have relatively small investment income. If, howe, 


favorable mortality experience and economical administration 
able these companies to return more of their capital in the form 
dividends to their policy] olders, they are subjected to a punitive { 
which bears no relat onship to their income. 


The company WV hich is operating on a pure ly mutual basis 


criminated against as compared to thie stock company which off 
some participating insurance, in that the latter company is unlike 


ever, as a ] ractical matter, to be subject to the tax on policyholdi 
dividends and will instead be taxed on the basis of either stockhold¢ 
dividends or, more probably, investment income. 

[ am referring there, of course, to the three-pronged alternatiy 


Since the factor of 25 percent of dividends is said to have beer 
established by aggregate considerations, it is perfectly apparent th 
for many companies the factor that would establish in 1953 a condi 
tion of equality between an investment income tax base and a policy 
holders’ dividend tax base for their own company would daaut and 


in many cases materially exceed, 25 percent. Conversely, for an 
other group of companies we would find their own individual factor 
materially less than 25 percent. In the case of the National, for ex 
ample, it was 19 percent in 1953. Yet for all companies lumped t« 
gether the overall relationship is apparently in the vicinity of 
percent—assuming some conditions of equity to have existed in it 
determination. 

Now, for those companies where their individual factor is less thar 
25 percent, it can be demonstrated that a great number of them would 
be obliged to employ the tax base of policyholders’ dividends. Con 
versely, if their individual factor be greater than this 25 percent 
generally, they would be taxed on investment income. It is evident, 
then, that those companies which are compelled to use policyholders’ 
dividends as a base, if considered in the a goregate, would show a total 
relationship between their policyholders’ dividends and investment 
income of less than 25 percent. 

Out of 65 mutual companies in 1953, only 19 of them would hav 
been taxed on the capital of policyholders anus to such polity. Vv 
holders. But the 25 percent was presumably determined by consider 
ing the 65 companies. Having been so determined, 46 of these com 
panies would not use the formula and os other 19, for which the 25 
percent factor was not valid in the aggregate, would be compelled to 
use it notwithstanding. This is sea ale equitable or just—on the 
contrary, it is discriminatory. 

The next consideration of apparent injustice can be easily seen from 
a somewhat extreme comparison. Suppose company <A sells only 
group term insurance, which possesses very smi all reserves. As a con 
sequence, this company would have a negligible amount of invest- 
ment income, and so a negligible amount of tax resulting from such 
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ie. This company, however, pays divide 
e is group and not individual insurance, there would be no tax 
h dividends, under the proposed formula. Let us now consider 
yvny B, which sells no gro p insurance but pe salizes in term 
es to individuals. Here again the am t esti 
ld be trivial, but in this case, individual policies being is 
er than gr eer ae return of the yh 
» form of div } Isis taxed 


[in 1 other words, a employe r who t VS 


vees and for which his employees may contt 

irned to him which ] ive not beer Wl ject to tay of to 12g re 
that the emplover’s contributio for the t} YT 
have been deducted from come as a necessary business expense. 

On the opposite side, the ndividual wl ) provides his ov ‘apital, 

rned after taxe , to company B to get the ime Torm of protection 
mself is taxed again on the return of some part of this capital. 

mpany B then returns less in dividends beca e if ells to indiv 


company A more, because it sells to groups of individuals. 
(here can be little jt istification for the treatment accorded to com- 


ny Bin such an arrangement. 
n The essential point 1s this: No two con pantie re precise] like 
' the type of business sold. some companies ; larger portions 
| f term Insurance than others. Some concentrate more one ndowment 
7 pes of plans. There are many possibilities. Ay \ method of taxa- 
d on which fails to take account of variation 1 the activities of dif. 
rent companies must inevitably result in discrimination on its effect 
unong companies. 
As a final example, let us consider the case of pension trusts and 
: group annuities. Should a company be paying a tax on its invest- 
7. ent income, then the investment income attributable to either or bot] 
of these lines of busin ess WOl ld be ext luded from tax This a sel 
, ble provision, inasmuch as it largely does away with the existing 
. discriminatory treatment between various types of trusted pension 
plans and pension wpe ins ee n by insurance companies. 
However, if a company is being taxed on its dividends to polic 
iolders, an anomaly appears to aise While dividends on ania 
innuities would still | e excluded, 1ioOW Wwe find that the div dends 
3 idividual policies held by pension trusts become taxable. Certainly 
1 the conditions which excluded pe nsion business in one formula should 
a Just as valid when considered in the light of an alternative formula. 
f they were not excluded with regard to dividends, then the tax 
teetaled to such pension trusts might now well become greater than 
. they have ever been -a result which the investment income formula 
deliberately tried to avoid. This can be scarcely considered as any 
thing but discriminatory. . 
; 3. A tax upon dividends is an incentive to unsound management 
; decisions. 
‘ The temptation to reduce gross premiums charged on poli 
in the future, in order to lessen or to eliminate the posstit lity of hy or 
taxed on dividends, is obvious, yet to the extent that this is done 


company sacrifices its margin of safety. The public has with goo 
cause come to feel that life insurance is an institution of well 
unquestioned soundness; it seems anomalous i1 deed that a tax 
should be considered which militates against this situation 
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If a company is currently subject to taxation based on dividend 
or if an increase in its dividends would subject it to such a tax, paige: 
Is a strong inducement to withhold any increase in dividends, or «| 
ternatively to seek to defer it to a later and possibly less aches nson 
tax era, such under the proposal it would currently cost a company 
sub ject to a tax on dividends $113 to pay out $100 in dividends. Su 
a situation is unlikely to be conducive to equitable treatment of policy 
holders. 

t. A tax upon dividends is devoid of logical philosophical basis 

This conclusion, | believe, is apparent from what has been said 
above. If the purpose is to tax the income of a life-insurance con 
pany as measured by its investment income, there is no apparent log 
whatsoever in saying that for certain companies there will be subst 


tuted for investment income an alternative measure which is n¢ 
income and which bears no necessary relationship to income. Even if 
it can be shown, as is asserted and which I do not question, that for 
the industry as a whole 25 percent of policy holders’ diy idends IS equi\ 


alent to 15 percent of investment income—investment income was 
defined in the 3 pronged formula differently from the way which it 1 
defined in the present law, of course—this relationship will certainly 
hot hold for all companies, since it is an average composed of con 
panies both above and below the average. In particular it will not 
hold true for the minority of the industry which currently would o 
subject to tax based on dividends. In any event, there is no apparel 
useful purpose served by using a substitute (dividends) which is at 
best an imperfect approximation of a readily available exact hioure 
(investment income). 

What I am trying to say is simply this: The only possible philo- 
sophical basis that I have ever heard for this 3 pronged formula is 
that, after all, the y say it. 1s pel fectly fair because in the agoregate 
Yd percent is the element of investment income contained in thes 
dividends. Well, all right. If that is SO, that presupposes that you 
accept the proposition that investment income is basically what you 
are trying to reach. Well, then, if you accept that proposition, what 
possible purpose can be served in providing an alternative which 
would simply mean that you adopt an inexact measurement of invest 
ment income wherever it comes into force at all, and the only places 
it would come 1n force at all, would be confined solely to the cases 
where discrimination would result, as it has resulted in our company, 
or would result if it were adopted in raising our taxes approximately 
00 percent, nearly $300,000. For what purpose / We have alw: avs 
paid heavy taxes because our investment taxes in comparis on with the 
industry have been relatively high; that is the point I am trying to 
make: that there is not any single bit of logic or philosophy behind 
it provided you take investment income as the basis, as I have always 
understood has been accepted by those who assert this as a form of 
taxation. It is another way of getting at investment income. Invest- 
ment income Is easy enough to be taken right off the books of the 
company. Why t: ike an average that can only work to create inequity 
where it has any effect at all? 

Furthermore, it is both illogical and inequitable to apply the equiv 
alent of corporate tax rates to distributions made to the members of 
a mutual enterprise merely because that enterprise happens to be a 
mutual life insurance company. 
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A tax based upon dividend disbursements is of doubtful con- 
titutionality. 

The problem at hand is that of recommending appropriate amend- 
ments to the Internal Revenue Code relating to the taxation of the 
ncome of life-insurance companies. Under the 16th amendment of 
the Constitution, the Congress is given the power 


to lay and collect taxes on incomes * * * without apportionment * * * 


rhe Supreme Court has handed down many decisions offering various 
definitions of the word “income,” as used in this amendment, but in 
none of these does it appear that the Court has ever adopted the theory 
that actual disbursement, or a portion thereof, constitute income, 
within the meaning of the amendment. 

There is in my opinion at least three different senses in which the 
word “income” has been defined in the past. There is the economic 
sense, there is the legal sense, and what Ll might ea Ml the historical tax 
sense, but in none of those senses has anybody ever claimed that income 
was whi at you paid out and never so far as I can find in the history of 
any tax enactments in this country yet has there ever been a tax base 
described and defined by what you pay out instead of what comes in, 

Mr. Curtis. | might Say that the theory, wens as I understood 
was not that that was the base, but simply that that was the measure of 
income. Just as you have expressed, if there was any philosophy 
behind it, it was an attempt to measure free investment income actually 
rather than the concept that you referred to. So there was no attempt, 
as I understood the formula, to actually tax distribution. 

Mr. Davis. If you measure it by a declared dividend, I do not see 
how you avoid the proposition that it is a disbursement. 

Mr. Curtis. I suggest that it might possibly be a quibble on words, 
but at least if it is, an inaccurate measure or illogical measure then 
you get to what you are actu: ully doing, but if the measure were one 
with some sense behind it, I think it would apply. 

Mr. Davis. My conclusion is short, gentlemen. 

A tax upon dividends to policyholders of a mutual life-insurance 
company is essentially a tax upon capital and not upon income. It 
is discriminatory and inequitable as between companies. It const 
tutes an incentive to unsound management decision, and a veritable 
invitation to manipulation designed to lessen the impact of the tax. 
This tax is devoid of logical philosophical basis. Finally, it is of 
doubtful constitutionality. For all of these reasons I am vigorously 
opposed to it. 

While two witnesses have already spoken against this proposition 
and presum: ably the others may, I know that there are a lot of mutual 
companies who are not represented here today except throu; oh the 
assocl: ition who, if here tod: ay, wouk | assert the! ir vigorous op position 
to any further consideration and since the people who now proposed 
it, proposed it in the first place, have abandoned it, I plead with you 
to give it a decent burial and do not let it raise its ugly head again. 

Having thus indicated my disapproval of one proposed basis of 
taxing mutual life-insurance companies, I should now like to record 
my belief that there are available soundly conceived principles for the 
determination of such a tax. I refer to the plan of the Mutual L 
Insurance Co. of New York, which was eloquently presented by Mr 
Bell. I think Mr. Bell’s analysis of the problem and his conclusions 
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ire by all odds the most lovical approach to this problem that 
vet been advanced in its long history. 


I wish to go on record as concurring in his analysis and in his 


clusions and recommendations. 
I spite the roregoing, it is fully appreciated that both the Gove I 


ment and the companies have become accustomed to a certain lev 
of taxation somewhat in excess of the Bell proposal. The Bell pl 
ciples were adopte | ll] thei entirety and | might ada, since this mel 
orandum was written I read a preparation by Mr. Marshall, which 
an entirely different approach, but reaches much the same conclusior 
if such a level as we are how expel iencing of taxes generally were to be 
continued, then I believe that the proposal presented by Mr. Hogg an 
Mr. Adams of a tax of 614 percent of net investment income wou 
be the most equitable, most easily administered, and most satisfacto1 
practical solution all around, both to the Government and to tl 
industry. 

But I do want to say this with complete sincerity, with all the 
emphas! that I am capable of, that IT am convinced that mutual 


. ; } ] { { 
insurance is taxed way beyond what it should be taxed, the rate a 


which it is be ng taxed today as a result of the studies which I hav 


been able Lo make, and which others have made during this most rect 
discussion of this question In other words, | want to emp! asize the 
fact that whatever rate is established, surely the rate ought not to be 
more than 6/4 percent on het Investment income 
1 also want to pay my respects to this free investment income 
theory which has ilways bedeviled me. I think it is ce mpietely u 
ound, and IL t nk now we have the proof of ited think we have had 
hi tory enough ul der it. 1 think the chart which Mr. Marshall pro 
duced this mol ne is all the evidence that a Ly sensible person need 
to have now to show that the thing 1s cor ipletely unsound, In the 
hrst place, ail It measure 3 an assumptiol which a perso! in make 
purel\ L guess, an telligent one, yt , but still a mues : that 
is the underside and the topside Is actual experien e. How that ca 
be said to be a practical measure of true income surely beyond me. 
Then there is another reason that I object to this free interest theory 


l 
} 


because 1f you have tl] 


ie free interest theory apparently it has been 
the position of the Treasury, at least, that im order to prevent too 
much manipulation you have to have the averaging pro 


I tell you I object way up in the little State of Vermont. a company 


of our size hav ny the base for our tax, ou wome tax, atfected by 
what 1 or Z New York companies might ao by simply oue ing as to 
what the assumption should be in their compa lies, and that is exactly 
what has happened, and can happen under that free investment theory. 
It is unsound, there is just no defense for it. 


Lh . theory has been produced histori ally as the res lt of a Sel les of 


compromises while honest people have been struggling to get some 
thing which is sound. 


It seems to me that the only way to get at this thing is No. 1, to de 
cide first the DASE question, Should mutuals be taxed at all ? As 
Mr. Bell pointed out. about SoU percent of busines is done by mutual 


companies, and it is a fact you cannot change, and therefore the first 
look should be from the mutual company’s point of view. Should 
present governmental policy be continued ? Are mutual companies 





to be taxed ? If they are to be taxed, then the serious question comes: 
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e, and you may adopt every single one of the 


it is not only one of the most logi | 
company 


i for a tax formul 


| know you are going to sears 
certainly needs t 


because the life- ; 
Having paid my respects to the dividend forn 
\ quick conclusions on these other points, Et] 
~ periods of having | if 
We appre LV] 
Are pene any questions from the ey nittee 
Your thinking has been 
Thank you, 
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This statement is filed with your subcommittee on behalf of t] 
Northwestern Mutual Life Insurance Co. in opposition to alternatiy 
No. 1 of the amendment to the Federal income-tax law, now called 
the distributive income approach, proposed and submitted to you 
committee by the joint committee on Federal income taxation of the 
Life Insurance Association of America and the American Life Con 
vention. This proposal requires the application of general corporat: 
rates—52 percent—to each of three alternative tax bases, and the com 
panies would pay the larger ot the taxes produced by the use of bass 
(1), (2), or (3). Alternative No. 1 reads: 

Twenty-five percent of policyholders’ dividends, excluding dividends for gro 
life insurance, group annuities, and other than life business, plus 3.25 pereer 


of reserves for other than life business, with a proportional deduction on accoun 
of tax-free interest and dividends-received credit. 


THE CHICAGO MEETING, JULY 13 AND 14, 1954 


Time did not permit the submission of the proposed amendment to 
the member companies of the two associations, nor was there an Oppol 
tunity to study It prior to the joint meetings of the board of director 
of the LIAA and the executive committee of the ALC in Chicago on | 
July 13 and the joint membership meeting on July 14, 1954. 

Because of this time limitation, a vote was taken for the purpose of 
obtaining the “prevailing viewpoint” of the insurance industry for 
recommendation to your subcommittee, with the following result: 
Board of directors, LIA A,7 for, 2 against; executive committee, ALC, 
12 for, 1 against: membership, LIAA, 59 for, 9 against; membership, 
ALC, 95 for, 11 against. 

The Northwestern Mutual Life Insurance Co. voted in the negative 
in the meeting of the board of directors of the LIAA, and in the 
membership meetings in opposition to alternative No. 1. There was 
little, if any, opposition to alternative No. 3, which continues free 
nvestment income as a tax base for most of the mutual companies. 
It was stated in the meeting that some of the member companies would 
probably conscientiously and Ss neerely object to the recommendation 
of the joint tax committee. 


BASIS OF OBJECTION 


} 


The Northwestern Mutual is one of these companies, ind after Tu 
ther opportunity to s tidy the amendment, this company tinds itself 
in the unhappy cating dt a dissenter because we believe that the adop 
tion of a tax base for mutual life insurance companies as provided in 
alternative No, 1 of the amendment is unsound in principle, iInequi- 
table, ” scriminatory, and not in the interests of policyholders. Cet 


tainly, it is not a proposal that should be sponsored by management 
iia a trustee relationship for the benefit of over 90 million 
police: vholders It should be made clear at the outset that the shoht 


increase in dollar amount of the Federal tax—$36,000—which would 
have been paid on 1953 operations by the Northwestern Mutual Life 
Insurance Co. under alternative No, 1 has not at any time entered into 
our consideration or influenced our conclusions on the principles 
involved. 

I am addressing myself first to the distributive income approach. 
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Few, if any, insurance companies object to paying reasonable taxt 
to defray their equitable share of the costs of government, provided 
such tax is levied at rates and in such manner as not to jeopardize the 


solvency of the companies, penalize policyholders’ thrift taxwise, nor 
to unduly discriminate between them, so as to mpall their compet 
{ ro eee 


Prior to 1921, life insurance companies were taxed on varying for 
tlas, all of which seemed unsatisfactory both to the industry and to 


Federal Government, resulting in considerable litigation. Sines 
21, the Federal Government has followed the principle that the 
come of a mutual life insurance company is its “free investment i 


ome”: 1. @., the investment income remain ng after deducting hnvest 
ent expenses and amounts sufficient to maintain the reserves. The 
intenance of policy reserves is of paramount importance, for the 
nvasion of these reserves by taxation will jeopard ze the solvency of 


business. In the suecessive tax laws since 1921, Congress has de 
ed the true income of a mutual nae 1 Insurance company as that le 
rived from interest, dividends, and rents This theory seems to be 
ie Only one on which an income tax pica by virtue of the 16t] 
mendment to the Constitution ean be justified. 
The present proposal in alternative No. 1 is not an income tax « 
ten plated by the 16th amendment. ‘The life insurance busine 


quite different than a business or industrial corporation where the tax 
levied upon annual income. Life insurance operations are pre 
jected over many years into the future. Premium rates, involving 
forecast of the future, are computed accordingly in order to build 
tre neth and stabil lity into a company, for rates may not be chat re 
during the hft of a contract, Individual company operations genet 
llv follow a pattern or a philosophy, adherence to which has made it 
successful in a highly competitive field. Discriminatory tax legis 
tion which bears unequally upon various types of companies and make 
t necessary or even attr ictive to change basic p hilosophy is not 
the public eee particularly bic ig there are sound elternatives 
which can be adopted to accomplish the end result; namely, publ 
revenue, 

Of the 65 mutual life-insurance ( OM panle S listed al d fo. whi h tax 
estimates are given in the report of the joint committee of the 2 associa 
tions, 12 companies—including the Northwestern Mutual Life Insm 
ance Co.—will be taxed on an excise-tax basis under alternative No. 1. 
while 53 will remain on an income-tax basis under alternative No 
Those companies taxed under alternative No. 1 find themselves in a 
awkward situation. 

Management functions and responsibilities: The management of a 
mutual company has as its foremost responsibility the safety of the 
enterprise. It also strives to provide insurance at the lowest net cost 
through the payment of the highest possible dividends to police 
hol le T'S consistent with basic safety. In accordance with the philoso 
phy of the companies writing participating insurance, there are low, 
medium, and high premium companies with a dividend scale designed 
accordingly to return the unused portion of the premium to the policy 
holder, since the premiums obviously cannot be expected to agree ex 
actly with what the cost will eventually turn out to be. As between 
companies, there will be differences in conservatism as to the reserve 
assumption, either as to the interest rate or as to full level premiums 
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or less stril gent valuation eae The result will be difference 

the redundancy of the premium and expected dividend level. hh 

case, this kin id of company Vy diffe rence is a matter of company po 

dee ided on the basis of historical, competitive or similar reasons. 0 
1¢ the variety and noncot 1formity in the business which has ke} 

an active field of lively competi tion. These differences are he ulthy 

the business and should not be discouraged or made the basis of « 

ences in Federal tax treatment. So far as tax is concerned, some ce 

mon denominator should be found which is independent of such diff 

ences. 

Nature of dividends: To single out high dividends for adverse t 
treatment would appear to be the opposite of good public pol 
Life-insurance companies paying ne dividends have always b 
recognized as leaders in the business, but the propos: al tends to pen 
conservative assumptions and, instead of encouraging good mat 
ment, it discourag. 5 it. ‘ 

A life-insurance policy may be nonparticipating with no provis 
for policy yholder div idends, as issued by some stock companies at | 
premium rates fivurect to be only slightly above the e xpecte d cost. at 
margin realized becoming profit to stoc ‘kholders. The « capit: al s 
is at hazard in case the e xpec ted profit proves to be a loss. Otherw 
the policy may be partic ipating, as In the case of mutual companies a1 
some stock companies, with provision for policyholder dividends a 
with the policy issued at low, medium or high premium rates iin 
to be moderately or substantially above the e xpected cost. The cor 
servative basis of the premium assures the safety and stability of t 
company, and in the usual course a portion of the premium rem: ur 
being the excess over actual cost, which is refunded entirely to tl 
policyholder as a oat 

The term “dividend” is a misnomer as applied to mutual life-i1 
surance companies, for it does not have the connot: owone of a divide on 
declared out of yearly earnings of an industrial or business enterpri 
Speaking of policy vholder dividends, MacLean’s Life Insurance says 

The word “dividend” is to some extent a misnomer, the dividend being rath« 
in the nature of a refund and not a return on an investment as the term 
generally used in commercial transactions (p. 153, sixth edition) 

One of the best concise definitions of the nature of dividends declared 
by life-insurance companies is found in the Charles Evans Hughes 
Re port of the Armstrong Committee to the Legislature of the State 
of New York dated Febru: ary 29.1906. Because of the cl: arity of thi 
statement, excerpts therefrom are attached hereto as appendix A. 

Excise rather than income tax: Premium dollars paid by a policy- 
holder to a company are taxed to the policyholder individually. 
After determining that portion of the premium which is not necessary 
to maintain the policy, the balance of the premium is refunded to 
the policyholder, not as a return on investment but as a redundancy 
in the amount originally paid due to the conservative assumptions 
upon which it was computed. It is inequitable and discriminatory 
to tax an arbitrary portion of those premium dollars again at thi 
time of the refund. 

The only source of policyholder dividends is the premium assump 
tion, which is then lated to actual experience. Any excess of pre- 
miums collected is returned to the policyholder, but the amount 
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irned is determined after reviewing : 

ch a decision is not related to the nceome 

npany. ‘The premium rate and the interest 

ore been fixed by management under reg . 

vs to carry out and perpetuate the fundamental princip! 
d followed by the companies. It is n n the public 
onsor a tax law which invites, and ome cases will necess 


vering of premiums or the wit! holding of dividends or the 


. assumptions in the interest rate. f the 1 rance industry 

iintain the streneth which it now has, a tax law should not mi: 

attractive to abandon principles of conservatism which have 

ie foundation of this business. 

Che declaration of a dividend, or rather the return of excess pre- 
iums, is now a decision which is made fter the fact in light of 

tual experience, but the proposal would lend itself to circumvention 

finding other outlets for adjusting the cost of insurance through 
duction of premiums and dividends by companies which would not 
me under the investment income formula and may not be in the 
nterest of policyholders. Taxes are not usually assessed again 
vishes, hopes, or fears, but on accomplished facts, and it seems strange 
to embark, as here proposed, on a tax assessed on the extent to which 

basis assumed before the fact differed from the result as it later 

fact turned out to be. Such a theory penalizing conservatism 

would exert pressure toward inadequate estimates and premiums, 
which could be disastrous to the life-insurance business. 

If we keep in mind that the 16th amendment empowered ¢ 
vress to 

iy and collect taxes on income from whatever source derived, without apportion- 
ent among the several States, and without regard to any census or enumera- 


und also the principle that (Congress cannot by hat cle clare to be in- 
come that which is not income, there is little support for alternative 
No. 1. Unless the few companies- LY out of 65 list a to whi h alte r- 
native No. l would apply change their basic prince ples so as to he 
subject to alternative No. 3 on an income-tax basis, their poli yhold- 
ers will be needlessly penalized. 

A high-premium company, which operates with 1 dividends, 
would be at a distinct disadvantage because it would cost the company 
$113 to pay $100 of dividends to policyholders since $13 would be 
drained off by alternative No. 1. In the low-dividend company, de- 
ciding to pay $113 of dividend, the full amount would actually be 
paid to the policyholder and therefore appear in the competitive net 
cost comparison of the company. 

The use of 25 percent of dividends paid as a tax base is a false the- 
oretical assumption that this element represents interest income. It 
was stated at the association meetings in Chicago that the interest 
factor in dividends ranges from 3 percent to 70 percent, with an aver- 
age of 17 percent for the industry. Therefore, for the few companies 
involved, the levy becomes an excise tax on savings in mortality and 
expenses, as well as in interest. When this method is contrasted with 
the present 614-percent rate and the proposed alternative No. 3 which 
uses net investment income as a base, the inequities and discrimina- 
tion are apparent. 


‘ 


oe 
‘| 
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Contra to regulatory laws: A law which acts as a deterrent to th 
payment of dividends runs contra to the intent of the regulatory law 
of the States, including Wisconsin and New York, to whic h latter law 
out-of-State companies, like the Northwestern, licensed in New York, 
must conform in their national operations. After the Armstrong an 
the Wisconsin investigations in 1907, regulatory laws of the two State 
were changed to correct demonstrated evils in the business in the us 
of moneys representing the redundancy in premiums. ‘The change 
were designed to encourage the payment of div ide nas. To make Sure 
that the policyholder got his fair share of the surcharges back, the 
laws of New zece puta — on the amount of new spetaieae | a con 
pany could write in a year, thereby eliminating excessive expe inditente 
for new business exeral by money represe nting the excess pre mium 
The State regulatory laws also Impose a direct statutory limit on 
expenses, including commissions. ‘They require annual ascertainment 
and payment, or crediting, of dividends to facilitate prompt calcula 
tions and payment of dividends to those entitled to them. These laws 
also puta ceiling on surplus, LO percent of reserves, to prevent exces 
sive accumulation of these moneys. A Federal tax policy discourag 
ing the payment of dividends is contrary to State laws designed to 
accomplish the opposite purpose, namely, the stimulation of payment 
of f dividends. 

The foregoing statements have been made to register our protest 
against the adoption of alternative No. lL asa formula for determining 
the tax basis for all or a few of the life-insurance companies of this 
country, on the ground that it is unsound, inequitable and diserimin 
atory. Other approaches have been proposed and are listed in the 
report of your staff. The Northwestern Mutual Life Insurance Co. 
realizes the initial responsibility of your subcommittee and the ulti 
mate responsibility of Congress to preserve the uniformity of tax 
treatment between companies and maintain the healthy competitive 
conditions which have heretofore existed in the life-insurance in 
dustry. 

There are now 790 life-insurance companies in this country with 
more than $78 billions of assets and $300 billions of insurance in force 
on the lives of 90 million policyholders. These figures are impressive, 
and I quote them because they indicate the import: ince of the life-in 
surance business to the economy and the security of our people and to 
illustrate the competitive situation which has brought this about. 

I know that everyone in this room is interested in the preservation 
of healthy competition in life insurance. In your consideration of 
this prob lem, a few fundamental principles should be kept in mind. 
First, of course, is the basic safety of the industry. Second, the low 
est possible cost of life insurance for the general public. Third, com 
petition should not be impaired or discouraged by tax legislation. 
Fourth, it should not be possible for the companies in their discretion 
to manipulate their internal controls and operations so as to determine 
the amount of the tax. 

We believe that the only taxable income of a mutual company is 
net investment income—that is, gross income less expenses. The use 
of this approach will not violate the four principles set forth above, 
while it seems clear that the use of the other approaches mentioned 
by the staff will violate one or more of these principles. 
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Potal net investment income approach : Here a rate less than the 
porate rate is applied to the net-investment neome. The pres 
t tax of 614 percent is probably the purest form of this type. If 
e make the assumption that an Investment income tax is the prope! 
rm of tax for life-insurance compantes, there is not much to object 

about a fair and moderate rate applied to each company’s net in 

tment income. The adverse effect on the cost of insurance is cor 
derably less than that under a free investment-income approach. 
his tax would not tend to decrease basic safety margins of com 
ines. The effect on competition would be considerably les 

e adoption of a fair and moderate rate as against the corporate r: 
ler a free investment-income approach. The tax is simple. 
vides a stable source of income and is not subject to control of 
ingement. Lastly, it is eminently fair to all companies 
icyholders. 
he difficulty here is the determination of a fair and moderate rate 
ax. We agree with the statements made by the Insurance Joint 
nmittee on Federal Income Taxation of Life Insurance Companie 
| so clearly demonstrated by the presentation of the Mutual Life 
surance Co. of New York, and the testimony of Mr. Marshall that 
» present tax is excessive. We believe that the present tax should be 
djusted by the adoption of a rate in the form of a flat tax on net in 
estment income or the application of cor porate rates on a percentage 
of investment income, which would produce an equivalent amount of 
tax conformably to alternate No. 3. 

Thank you. 

Mr. Curris. Thank you very much, Mr. Swanstrom. We appre 
late very much hav Ing your statement. 

Mr. Swanstrrom. Thank you, gentlemen. 

(The following appendix was submitted for the record :) 





APPENDIX A 


REPORT OF THE LEGISLATIVE INSURANCE INVESTIGATING COMMITTER, STA OF NI 
York ASSEMBLY DocuMENT No. 41, TRANSMITTED TO THE LEGISLATURE, Fr! 
RUARY 22, 1906 (PP. 422-424) 

“There has been much popular misapprehension regarding dividends declare¢ 
by life-insurance corporations. 

“A life-insurance company, normally, is not organized for the purpose of mak 
ng money for its policyholders. A mutual company is based upon the operati« 
of the law of averages. _While the duration of the life of any one person is un 
certain, the number of deaths which will annually occur among a large numbe! 
of persons may be predicted almost to a certainty Assuming a given rate 
mortality based upon experience and a given income from the investments of 
funds, calculations are made of the amount which should be paid to meet the 
cost of insurance in a particular case. An additional amount is added to cover 
estimated expenses and to provide for contingencies, and the result is the fixe 
premium required. If the actual rate of mortality exactly coincided with the 
expected rate, if the company realized exactly the anticipated income and if the 
expenses and contingent necessities corresponded exactly to the provision there 
for, there would be no surplus and hence no dividends. The policyholder would 
receive the insurance bargained for and nothing else. 

“The same is true of a stock company transacting business upon the mutua 
plan, save that the authorized return in dividends upon the stock would be 
counted among the expenses of the business. A stock company doing a business 
exclusively for profit would gain none unless it charged more than the cost of 
insurance and the necessary outlays, and if it did charge more the stockholders 
would reap the gains by the issuance of nonparticipating policies; that is to say, 
of policies which would not participate in profits.’ 


55766—55 21 
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After summarizing the usual sources of so-called gains for life-insurancs 
panies, the committee went on to say: 

“These gains simply represent the amount which the policyholder has be 
overcharged for his insurance. In a mutual company or a stock comy 
transacting business upon the mutual plan and issuing participating policies 
policyholder is entitled to an equitable return of the overcharge and this is a 
plished by the payment of dividends, 

“However, as the precise results of the continuance in business cannot be | 
dicted and as investments may fall, as well as rise, in value, it is important t 
the company should be provided with a contingent fund for the security ; 
policyholders and should be permitted to accumulate such a fund out of its s | 
plus. It is manifest that all gains or surplus in excess of such contingen 
should, in equity, be returned to the hoiders of participating policies at 
appropriate times as may be practicable for their ascertainment. This ret 
should be effected in such a manner that the policyholders will share in the p 
portions in which, through their payments, they have contributed to the g: 
For this purpose the company owes it to its policyholders to give them at ¢ 
venient periods a gain and loss exhibit showing the actual results of the co 
pany’s business, by which the efficiency of the managers may be tested and 1 
amount available for return to the policyholders determined.” 

Mr. Currts. Mr. Voecks, president of the Lutheran Mutual Lif 
Insurance Co., of Waverly, Iowa. 

We are happy to have you with us. 


STATEMENT OF WALTER G. VOECKS, PRESIDENT, LUTHERAN 
MUTUAL LIFE INSURANCE CO., WAVERLY, IOWA 


Mr. Vorcxs. Thank you. 

I am Walter G. Voecks, president of the Lutheran Mutual Life 
Insurance Co., of Waverly, Lowa. I came with the company in Ja 
uary of 1931, directly from the University of Iowa where I had taker 
actuarial work, and I was actuary for our company until 1946, being 
concurrently secretary from 1933 to 1946. I was elected president i1 
1946, at which time the title of actuary was given to our Mr. Rod. 

This statement was prepared in conjunction with Mr. Rod and our 
general counsel, Mr. Hagemann, who has been general counsel for the 
company since 1946, 

Incidentally, Mr. Chairman, through some misunderstanding, Mr 
Hagemann is listed on your program as a witness today. There must 
have been some confusion in our correspondence because, while he is 
present, he is not here as a witness and I would ask that you please be 
kind enough to strike his name. 

Mr. Curris. In other words, what he would say is included here? 

Mr. Vorecks. Yes. We worked on this statement together. 

Mr. Curtis. That will mean that probably we will quit on time. 

Mr. Vorcks. You certainly will as far as I am concerned, Mr. Chair- 
man. My statement is not lengthy. However, I do find myself in an 
embarrassing position here, because I, myself, am the caboose on the 
train. I have nothing to say other than what has been previously 
said this afternoon. I have the courage to go on only because of your 
invitation to Mr. Davis to read what he had for the sake of the record. 

Mr. Curtis. Yes, we are glad to have this in the reeord, and it will 
be of great value to us. 

Mr. Vorcxs. The Lutheran Mutual Life Insurance Co., of Waverly, 
[owa, has approximately $320 million of insurance in force. It was 
organized on the assessment plan in 1879; was transformed to the legal 
reserve fraternal basis in 1922; and on January 1, 1938, we joined the 
big leagues and became an old-line legal-reserve company. 
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We have had an opportunity to examine the statemn filed \ 

r subcommittee by the Mut ial Life of N York: the Nationa 
fe of Vermont: and the Northwestern Mutual. In general, we find 
rselves in agreement with the material in the statements and, there 
in the interest of bre, ity, we WII not repeat the pou ts contamed 
rein. 

We wish to make a vigorous protest against alternative No 

July propane for taxing the business of mutual life insuranes 
is is the plan proposed by the LIAA and the ALC following le 

held in July 1954. We agree wholeheartedly with those 

nies who have objected to this plan on the grounds that it would 

olate a longstanding principle; 1. e., that the only true income of a 

utual life company is from investments. We object to t] uloptio 

r any plan which would tax dividends paid to policyholders In a 

oe company because they are not dividends in the true sense of the 
word, but represent a return to the * sieyholder of a portion of the 
premiums previously paid by him. The July suapenel; yr any similar 

lan, would discriminate against any mut tual company which has a 
higher than average ratio of divi dends paid to policyholders over 
nvestment income. 

A company may find itself in that situation for any one of sever 
reasons: 

(1) It may bea relatively young company and, for that reason, have 

f large proportion of recently issued business. 

(2) It may be a conservative “high premium” company with favo 
omg mortality experience and low operating costs and for that reason, 

» paying higher dividends than a compahy operating on a “low 
aieiaion basis, 

(3) It may be writing in greater than average portion of its busi 
ness on young lives. 

There are, of course, other reasons such as a predominance of term 
nsurance, and we could amplify the list, but we contented ourselves 
with these three. 

The objections stated above are based on general reasoning applied 
to hypothetical companies. However, we are also objecting for a 
much more direct reason, namely, that the July ] prope , 1f it were 
enacted into law, would require the policyhol lers of our compan vy to 
bear far more than their share of the total tax burden. At the July 
meeting, referred to earlier, a tabulation was made available compat 
ing the taxes actually paid on 1953 business by 65 mutual companies 
with the taxes which would have been paid on the same 1953 business 
under the provisions of the July proposal. The results may be sum- 
marized as follows, and here you will find a slight variation with thx 
figures given by Mr. Davis: Forty-nine of the companies would have 
paid less. The taxes of 15 companies would have been increased by 
varying amounts, in no case greater than 20 percent. However, the 
tax liability of the 65th company, Lutheran Mutual Life, would have 
been increased more than 48 percent over the tax actually paid on 1953 
business. 

Mr. Chairman, may I digress and say that we have been told in a 
rather friendly way that our position before this committee is not too 
strong because it looks like we are asking for something for ourselves. 
I am not at all certain that I apologize for that, because I think any- 
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body, an individual or a corporation, is entitled to scream a little bit 
when he is hurt. 

Mr. Curtis. I may comment on that by saying that no company o1 
citizen ever need to apologize, in my opinion, for appearing before 
Congress, 

I might further state that if they did not have personal concern, 
they would not have any interest in the subject. 

Mr. Vorcks. Thank you, Mr. Chairman. 

The fact that the July proposal would have resulted in such a wide 
variation in tax rates should indicate that it would not be a sound 
and satisfactory method for taxing the business mutual life insurance, 
and here . ie real reason why I bring out our situation, 

May I again call attention to that tabulation which sets out that 
for the mutual companies, speaking for the mutual companies only, 
the three-pronged proposal would have brought about a reduction in 
the 1953 tax of approximately $11 million, somewhere around 9 or 10 
percent. So, when you consider that overall reduction of 9 or 10 
percent and then compare that with our increase of 48 percent, it 
really accentuates the wide variation, the discrimination that could 
be brought : ibout through that propos: ul. 

In fact, if that proposal were made law, many companies would 
be forced to determine their premiums not on the basis of the judg 
ment of management as to what constitutes a conservative premium, 
but rather on the basis of avoiding discriminatory taxation. 

May I elaborate on that again and say that in our particular casé 
it must be very obvious that we would be forced to some change eithe1 
In our gross premium or in our dividends. 

As was stated earlier this afternoon, it surely is not intended to be 
the function of Government to fix premium rates for an insurance com 
pany, but with that wide variation, in our case we would be compelled 
to do something immediately to bring our actual dollar tax down in 
line with that of other companies. In other words, I feel that this 
proposal lends itself. to manipulation. Now, that word “manipula 
tion,” by itself, has rather an evil connotation. I do not think that 
is the case here. I am using the word “manipulation” here in the 
sense that management can at all times through a variation in gross 
premiums or dividends determine to a large extent what its own tax 
shall be—that is, down to a fixed minimum. 

So, in that sense, I say that this proposal would lend itself to 
manipulation by the management of the company and as also has 
been stated several times this afternoon, it would definitely be a penalty 
on conservatism. 

It is an established fact that the life-insurance business is carried 
on predominantly by mutual companies. ‘They hold more than three- 
fourths of the assets and they probably have at least three-fourths of 
the investment income of the life-insurance industry. For that rea- 
son, it seems logical to approach the entire problem on the basis of 
principles applicable to the taxation of a mutual enterprise. 

We believe that a permanent tax bill should result in total taxes 
from mutual companies in an amount no greater than would be pro 
duced by an extension of the 1951 legislation. We are in full agree- 
ment with the reasoning used in the statement of the Mutual Life In- 
surance Co. of New York and also with the plan submitted by them— 
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referred to on page 49 of the subcommittee’s preliminary statement, 
bulletin No. 53817. This statement is convincing proof that the total 
taxes, State and Federal, collected from policy! holders of mutual life 
companies have actually been greater than they would have been if 
the investment income earned | V the compan! s had been “credited 
to policyholders in the manner of savings baa’ interest.” 

We also feel that this proposal of the Mutual Life brings out very 
clearly the fact that this is a tax on the individual and that the in 
lividual tax rate should apply rather than the corporate rate. I cet 
tainby concur with what Mr. Swanstrom just said that to us it is the 
nost realistic approach to this problem ot taxing mutual life nsul 

companies of any that has been presented, 

The problem of allocating the total tax burden among the various 
mutual companies involves the selection of an appropriate tax base, 
Since 1913, several different methods have been used. All of these 
methods except the 1951 stopgap legislation have been abandoned 
because they did not work well in practice over long periods of time. 
It has been suggested that total income be used as a tax base, but we 
believe that this approach will also be unsatisfactory, because - would 
create exactly the same situation as alternative No. 1 of the July pro 
posal. By that we mean that the manipulation would be present, t 
penalty on conservatism would be present, but the manipulat 
the gross income approach would be on the surplus rather thar 
policyholder dividends, but that the same general situation 
exist. 

We believe that the most satisfactory base for tax ne mutu il life 
nsurance companies is “net” investment income (total investment 1 
come less investment expenses and less tax-exempt income), for the 
reason that such a base would result in relatively little fluctuation in 
total taxes from year to year, except for the normal increase due to 
the growth of the business. It can be argued that free investment 
neome is theoretic: lly a more suitabl » base é However. the chief Lift 
culty with that is the fact that free investment income fluctuates much 

nore widely than total net investment income and, for that reason, : 
licauade based on free Investment income wo ld. unde certaln cond 
tions, produce a very small total tax revenue. 

| think that has been clearly demonstrated the past 
years. 
~ We recognize that special consideration should be given to matt 
such as, treatment of very small companies - adjustment for 
segments of the business, et cetera Nevertheless, we believe 
ean all be incorporated Into a formula on which the tax 
of net investment income. 

Mr. Chairman, may I comment on the continuance of 1 
well, it has been referred to as the (1 2 perce t for mul . We 
that the proposal] of the Mutual Life of New York is the better ot 
plans, but we certainly would want the committee to know that 
were deemed that the continuation of the present method is more ] 
tical, that we would not op ben e it even in our own minds. We. 
the problems that exist 1n th S entire Ssituatiol lLlowever. ] 
want to qualify it in this way, that even the 615-percent proposal - 
still based on free investment income. There will be continuity only 
as long as no legislator, nor any insurance execu », takes a peek il 
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that 85 percent which has been thrown around. Mr. Adams expla 
what is meant by the 85 percent vyeste rday. 

If we close the doors on that and let this be a continuing tax, I thin 
it will work out very well, but if, from time to time, somebody get 
curious and says, “Tl wonder how that percentage is applying to 
industry this vear ¢’ 
and we are going to open the door again to the whole problem of fre 


? then one side or the other gets a little unhappy. 
investment income and probably inherit again the problems whi 
we were glad to shed in 1950. But, on the whole, m Ly | Say that 
would have no real difference with the continuation of that 644-percen 
formula. 

Mr. Curtis. I might state that that was suggested or discussed as 
possible manner of tying it to the general corporate tax. ‘The reaso 
for the original adoption might be regarded possibly, from youl 
angle, you would like to see it as a historical occurrence rather thai 
anything that would be subsequently looked at again ¢ 

Mr. Vorcks. If it is kept level, then companies can plan on that 
This 614 percent actually, I think it is close enough to say, repre 
sents approximately a quarter of 1 percent differential in investme 
return. So that over a long period of time, the company could pla 
ts premiums and reserve by using an interest base on which they would 
know they would have to earn one-fourth of 1] percent more to meet 
their obligations. 

Mr. Curris. I might ask you this question. Would 
th it 1t 1 highly lesirable to get a permanent formula SO 
matter part ularly In your na istry which has to be calculate O' 

long period of time? Would you agree that permanency in thi 
much : t can be attained is h ohly desirable ? 

Mr. Vorcks. I thinl s not only desirable, I think it is aln 
mandatory. 

May | refer, fo Uf ‘e, to this matter of premium tax 
States. We | » lived wi that so long that we simply 
premium taxes in all our calculations, and something could be 
for stability mcome tax. 

Mr. Curtis. Any further questions ? 

I beheve hat is all the witnesses for today. 

We will be adjourned until 10 o’clock tomorrow. 

(Whereupon, at 4: 17 Di Th. the hearing was adjourned 
a. m.. Wednesday, December 15, 1954.) 
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WEDNESDAY, DECEMBER 15, 1954 


House or REPRESENTATIVES, 
SUBCOMMITTEE ON THE TAXATION OF Lire-INSURANCI 
COMPANIES OF THE COMMITTEE ON Ways AND MEANS. 
Washington, D.C. 

The subcommittee met at 10 a. m., purs lant to recess, 1! the main 
hearing room of the Committee on Ways and Means, Hon. Thomas B. 
Curtis (chairman of the subcommittee) presiding. 

Present: Representatives Curtis, Knox, Utt, and Mills. 

Present also: Representative Mason. 

Mr. Curtis. The committee will come to orde 


1 


Our first witness this morning is Mr. Carrol M. Shanks, 
of the Prudential Insurance Co. of America, Newark, N. J. 


STATEMENT OF CARROL M. SHANKS, PRESIDENT OF THE PRUDEN 
TIAL INSURANCE CO. OF AMERICA, NEWARK, N. J 


Mr. Curtis. We are happy to have you here. 

Mr. Suanks. I would like to have Mr. Har 
vice president in charg ‘ 

Mr. Chairman and gentlemen, my name is ¢ 
president of the Prudential Insurance Co. of Amet 
home office in Newark. N. Mes and remional home offic es 4 
Calif.; Toronto, Canada: Houston, Tex.: Jacksonville, Fla.;: 
apolis, Minn.; and Chicago, TI. 

Mr. Curtis. Could I interrupt you for just a moment to 
would give us your background in tl 1 fy 1? 

Mr. Suanks. I was a lawyer by profession, and came with t 
Prudential after some teaching of law and practice of law in coi 


e of group annuitie 


4 
re it 


1@ Nnsurance eld 


nection with the reorganization of railroads in 1952. I progressed 
from that into the broad field of insurance and went up through th 
ranks and became president of the company in 1946. 

Mr. Curtis. And I presume that this statement, 
been prepared with the assistance of your staff in Pr 
correct ? 

Mr. Suanxs. Oh, yes. We have 
on it, sir. 

Mr. Curtis. Thank you. 

Mr. SuHanks. The Prudential is a large cr 
because so many people with small incomes have plac: 
with us. Atthe end of 1953 we had over 45 million poli 
cates in force. They averaged less than $1,000 in amo 


a mutual company, any taxes imposed must be bor 


mpan\ b it 


i 
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holders. A large proportion of these are people i in the lower economi 
strata who, by self-sacrifice, are endeavoring to protect their depend 
ents or to provide a modest. amount for their old age. 

I believe it is in the national interest that the American people be 
encouraged to provide for their economic security and I am disturbed 
that life-insurance policyholders are taxed so heavily. Out of every 
$100 depos ited | »V policyholders, about $3.50 is paid in special Stat 
and Federal taxes. This is an onerous burden to place on thrift and 
In my opinion makes life insurance the most highly taxed form of 
private thrift in America, 

As pointed out in the joint tax committee report, our taxes greatly 
exceed the taxes imposed in either Canada or Great Britain. Eve 
the Socialist Labor Party, when in power in Great Britain, had suffi 
cient belief in the social value of life insurance as to not impede the 
progress of the companies by the imposition of onerous taxation. 

In closing this phase of my statement, may I point out that taxatiot 
levied on life-insurance policyholders is not a tax imposed on th 
rich—they form but a small proportion of our policyholders—I might 
say a very small proportion. Rather it is a tax on the poor or thos 
of moderate means. 

I would also like to discuss with you the extremely serious Federal 
tax discrimination which exists between a private pension plan funded 
by the purchase of annuities from an insurance company and a pensio! 
plan funded through a trust. 

The current patte rn of Federal taxation of private pension pla 
in the United States is as follows: 

(1) An employer’s contributions to a nondiscriminatory privat 
pension plan are, within limits, deductible from his gross income a 
a business —_ 

(2) The beneficiaries of such a plan pay income tax on the benefit 
provided by such contributions as they receive the benefits. 

(3) The investment income earned each year by the pension fund is 
(a) tax-exempt, if the plan is funded through a trust, but (b) taxed, 
if the plan is funded by the purchase of annuities from an insurance 
company. 

While H. R. 8300 passed this year removed many other tax discrim 
inations, this extremely serious tax discrimination remains. There 
is no offsetting tax advantage under an insured plan either to the 
employer or to his employees. 

The increased rates of life insurance company Federal taxation 11 
recent years have greatly aggravate .d the effect of this tax disecrimina 
tion. Currently, as pointed out in your staff report, on page 39, this 
tax has the effect of reducing ay investment yield of insurance com 
panies by about two-tenths of 1 percent and thereby increasing the 
outlay otherwise required for a onan plan by about 5 percent. 

This discriminatory tax burden is particularly deplorable because 
it looms so large by comparison with all other expenses of doing busi- 
ness. For example, group annuity contracts .are one of the most 
widely used forms of pension contracts and one for which expenses 
are shown separately in the published statements of the insurance 
companies. For such contracts it is estimated that the Federal 
investment income taxes paid under current law will exceed the total 
of all expenses other than taxes. 
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This investment-tax discrimination is of very serious consequence 
the insurance industry. As exhibit A shows, it is exploited by the 
orpor’ ate trust companies who seek pension trust business and under 
tandably it is emphasized by consultants in the employee benefit 
eld. 

[ think if you turn to exhibit A, I would just like to read 1 or 2 

those. There is one in the center of exhibit A, a letter to the 
Union Bag & Paper Corp. by a consultant, who says: 

Furthermore, the interest earnings of insurance companies are beginning 
ore and more to feel the effects of Federal taxation 

I won't read all of those, and we have several pages ot them, but 
} page | there is a report toa news 5) nd ate by a vice president ol 

Manufacturers Trust. Co., which does much of this business, of 

ourse. He says: 


Investment earnings of an insurance company are subject to a Fede ncome 
tax to which a qualified trust-fund plan is not In 1953 the effect of these 
axes was to reduce earnings by as much as two-tenths of 1 percent \ continued 


enalty of this amount would effect retirement-plan costs by better than 4 
percent. 

I don’t blame these people for using it as a means to sell their 
own services, but you can see how serious it is to insurance companies. 


For many large emp lovers setting up a new plan it _ undoubted] 
been a persuasive argument leading them to seek the tax shelter of a 
trusteed plan. That this —“: particular appeal to he larger em 
ployer can be readily seen by the average size of trusteed Dl ins as 
compared with Pend plans. 

That material is set out in exhibit B. and there is no need fe 
me to comment on it. But just glancing at it, it shows that as the 
plans cet larger, more and more of them vo over to the trusteed p! il 


You ean tell when you cet up above 1.000 lives, pract ally all of 


them go to trustee plans, whereas when you start with the sma 
number of lives a much larger proportion goes to the insurance 
companies. 

Furthermore, many large employers who had insured their plans 


when the Federal tax discrimination was not as significant have n 
recent years turned to trusteeship either to fund improvements in the 
plan or to fund the entire plan. Exhibit C gives a partial list of 


such companies. There I have set out a partial list; of course, the 
list could go on much further. I have set out a partial list of the 
companies who have turned to trusteed plans after having started 
under insurance plans. 

Such action by employers is being publicized by trust compat 
and if the existing tax hevsnabaitton is retained, an acceleration of 
this trend will almost certainly result. 

The small employer, however, does not find it easy to set up a 
trusteed plan; the expenses of doing so and the loss of nvestment 
diversification and mortality risk-spreading make it unwise. For 
these reasons the majority of small-employer retirement plans are in 
sured, but in so doing the small employer incurs the added cost of 
Federal income tax. Thus. we have tax discrimination against the 
small employer who already sed special problems in setting up a sound 
retirement plan. 
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The Prudential 
concerned that fa 





and the rest of the insurance industry are seriou 
r tax treatment be received by the thousands 
present contract holders who have sought to provide additional se 


rity for their employees by insuring their pension plans, as well 
with compet Live <¢ onditions for est iblishme t of new contracts. 
Since Congress, 1n passing H. R. 8300, has athirmed the princip!] 


that employers a by preferential Income-tax treatment be 


courag ad to set aside unds as : vdvance provision for approved retil 
ment plans we believe that i freedom from Federal income tax 
hnvestment Mcome on such funds should apply equally well to 
funds in the hands of insurances colpanites tO Tunhds the 
would like to make a few comments upon the part of the preli 
nary statement dea ling specifically with the group annuity busi 
Chat isthe preliminary statement by the staff. 


On page 39 appears the following: 


The question has been raised, however, aS to whether it is proper to exemy] 

tock insurance companies from all tax on their group annuity business in view 
of the fact that such a company writes group annuity business with the ulti 
mate objective of making profit for the stockholders. A similar question is raised 


with a mutual company to the extent that it retains some of the gains on suc! 
business to finance expansion. 


It is reported that on 1952 business on group annuities the gain from opera 
tions before dividends to policyholders of the 150 larger companies was $66 mi 
lion, of which $18 million was paid in policy refunds. This gain from operations 
s after Federal taxes of approximately $12 million attributable to the invest- 
ment income of $175 million on this business. 

The inference that might be drawn from this is that $48 million 
are being withheld for future expansion. Nothing can be furthe: 
from the truth. Expenses incurred in the sale of group annuity con- 
tracts 1s a current expense and serves to reduce current earnings. 
Group annuity statement earnings are retained by a company because 
it feels the reserve liabilities carried need supplementation to assure 
the carrying out of its contractual obligations and to avoid, insofar 
as possible, having one e mploye r bear the cost burden of another em- 
ployer’s pension plan. As such retained “earnings” are found to be 
unnecessary, they are released in the form of dividends. 

Mr. Curtis. 1 wonder if you could interrupt very briefly at that 
point. Your comment gets back to the problem, of course, that has 
been running through our hearings. In your prepared testimony 

you say— 





a similar question is raised in a mutual company to the extent that it retains 
some of the gains on such business to finance expansion, 

We have regarded that as a 1 open question, although you have 
stated it as a conclusion. That points up the need that I see in get- 
ting at that particular question to determine whether it is so or it 
isn’t. 

| think that we unde caeanne the theory that it should not be SO, but 
whether it actual) is so in practice becomes quite important. 

As you say, “As such ret ane earnings are found to be unnecessary, 
they are released in the form of dividends,” which is the theory, and 
then comes the additional question, of course, Is the full amount of 
these retentions eventually returned to a particular group? I do not 
want to necessarily get into it now, other than to point up the serious- 
ness of coming to the correct answer to that question. 

































TAXATION O! 








Mr. SHANKS. | thought, sir, that you might refe) 


lite agree that the theory is to do that, and I 
rly prove by the facts and the books that tha 
also. 

(‘el 

| J Say ‘make it so” because that is what 
» do, and lam sure that the practice Can be COnV1I 
Mr. Curtis. We see the difficulties of actually 
eet it, because you have a declining croup each t 
stated 


7 : 
yesterday we are not going torul i 








rtainly if it is not the practice and the fact W 


COMPANIES 


to that 





ois going to be the last survivor 

Chings being such as they are, there 1S almost oO a to I 
es cual amount, Of cou e, if it were really s1 ahd v 

at would be one thing, but it is a tentative belief nost of the 

iittee—and agaln I savy I did not realize it had n stated « it 

ildly by the stafl but it is the tentative behef t] over a ! f 

“arstoa large extent the financing of the revolving fund 
what you will, the moneys necessary to conduct ai X iF DUSITi 

we come from this residual fund. 

Mr. Suanxs. I would be glad to discuss it. All I ea { 
we try very hard in our company, and [ am sure ll other companies, 
to see that it is paid out and it comes out e\ and it VOLV' 
course, very involved actuarial calculations on asset shares, and, of 
‘ourse, it is such a long-range problem. You make your asset sh 
~U vears ahead, and then 40 years ahead, and all of that sort of thing 

Certainly I think that if they miss the mark, it is only by insignit 
ant amounts, to say the least. 

Mr. Curtis. We will go into that matter further. 

Mr. Suanks. I understand that we want to, and that all of the | 
and statistics and calculations and theories of the Pr tial are « 
tirely open to you, of course. 

Mr. Curtis. I do appreciate that. I want to take this opportunity 
to express the ap preciation of the committee and the statf for the 
wholehearted coopers ation we have received from not only your com- 
pany, but the entire industry, in digging into this matter. ‘The 
clus try cooper: ation has been most he ‘Ip ful. TI $ phase of the 
problem that I see that is extreme ly import: int. 

I am sorry that we are not further along on that study. We had 
discussed it at some length in our executive sessio! and thi pl ( 
was posed at the time. It was not at any time a lack of understand O 
of what the theory was. The whole question was in practice; dic 
meet the theory / 

Again I might say that there is no question olved to motive 


in this thing. It is obviously a very complicated 


will be very difficult to have practice actually meet 
will always be some residual, I am sure. So that 


t 


it 


problem. 


ie theo1 


perhaps is: Is that residual amount a large amount, 


that is sufficiently large that we have to be concerned 


Mr. Suanxs. I am positive that you will find 
close to the mark on it. 
Mr. Curtts. Thank vou 
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Mr. Suanxks. On page 40, under the heading “Alternatives,” aj 
pears the following: 

One possibility would be to impose a tax on noninsured plans corresponding 
to the insurance-company tax, for example, a tax of 614 percent of net invest 
ment income. A difficulty raised in imposing such a tax on employee trusts 
that it would require recalculation of the amounts necessary to provide employee 
benefits where they are determined by contract. The employer would have set 
up such a plan on the assumption that certain contributions on his part would 
be adequate to meet the pension that he agreed to pay 

Imposing a tax corresponding to the insurance-compary tax would requir 
that he increase his contributions. The same thing might happen if the rate 
of interest declined. It is argued by some, however, that since Congress per 
mitted employers to set up pension plans based on calculations of tax-free i 
terest, it should not subsequently make a portion of the interest taxable 

In this connection, may I point out that the same situation exist 
in life-insurance companies. Many of our plans—all of them before 
1942—were insured at a time when the tax laws produced no Federal! 
come taxes on life-insurance companies and insurance-company 
guaranties were made with this in mind. Subsequently the tax laws 
were changed LO lmMpose a tax on the funds arising from such cor 
tracts, but the insurance companies were unable to change their out 
standing contractual guaranties. 

We believe that since H. R. 8300 reaffirmed the principle of e 
couragement of advance funding of nondiscriminatory pension plans 
by preferential income-tax treatment, the solution to the present dis 
criminatory tax treatment of insured plans hes in removing the tax on 
insurance companies, not in taxing trust funds. If this is done, I 
do not believe that any resulting loss of revenue should be made uy 
by Increased taxes on other policy holders. 

The life surance companies are well equipped to handle the ad 
ministrative and investment problems arising in connection with 
pension plans. It seems to me that it would be most unfortunate 
not only from the standpoint of the life-insurance companies but 
also from the standpoint of the employees of the Nation if the life 
insurance companies’ role in this important field should, because of 
taxation discrimination, be reduced to the insuring of mostly small 
employers. 

Mr. Curtis. At this time we will insert your exhibits into the record 

(Exhibits referred to are as follows:) 


EXHIBIT A 


Some REFERENCES TO BURDEN OF FEDERAL INCOME TAx Upon INSURANCE COMPANIES 
by Trust FuNp REPRESENTATIVES AND PENSION CONSULTANTS 
EXCERPTS FROM 

Article cirenlated by the Chase National Bank, New York City: 
“Funding Pension Plans The Trust Fund 

“Life-insurance companies report both gross and net investment income. The 
difference is investment expense and amounts to three-tenths or four-tenths of 1 
percent per year of total assets. This amount does include the payment of 
income taxes, but the payment may be properly regarded for this purpose as an 
expense because there are no taxes imposed on a qualified trust fund. On the 
other hand, the maximum investment expense in connection with a trust fund 
is the trustee’s basic fee covering investment and custody services, which is 
below the percentages quoted above and in large accounts is substantially below 
those percentages.” 
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Letter to Union Bag & Paper Corp., by H 
ark, New York City, September 12, 1952: 


“Furthermore the interest earnings of insurance 
nd more to feel the effects of Federal taxation 


companies are | 


Report to Atomic Energy 
December 9, 1953: 

Currently, life-insurance 

ome taxes determined, 


Commission Dy 


companies are 


fect, as Glo pel 


Morss & Seal, Pension Plan Quiz, October 
Let us assume that a company has the 
of financing an identical plan by 
hat the trustee can net the in 
mtributions as the insurance company obtains on 
ter deducting the trustee’s investment fees, 
the same rate of interest (tax free) as the il 
deducted its income taxes and 
* This differential is, of 
ym which trust funds are free, reduced the ay 
ield by one-fifth of 1 percent.” 


Same (tax 


course, 


Report to Trust Company of Georgia 
Fellers, the Wyatt Co., Washington, D. C 

But the amounts of Federal! 
regardless of whether 
does) or treated as 


ontinued at current rates, they will grow in do 
Ultimately when the fund reaches maturity witl 
oughly in balance the Fed 


leral tax at present 
f the annual contributions.” 


taxes | 
charged against investu 
expense, and 1 


l 


Article appear 


ng in Journal of ¢ 
IB 


Ommerce 


Gray, actuaries, Johnson & Hi 


iggins, New 
Should You Change Your Method of | 
“The Federal income tax on ins 
arket may influence yout 
ompany yields,” 


unding 


urance ¢ omMpanies 
appra | 


Report to the joint committee unde 
Pension Plan, by Eugene M. Klein & Asso 


ates, actuaries and } 
consultants, Cleveland, October 20, 1954: 


“Federal Income Taxes 
“The Federal income tar curré 

income is currently at the rate iy perce f investment income 
ously noted, the insurance companies in\ 
ministration accounts 

ncome taxes. In this connection, it is 
Revenue Code specifically 
income taxes. Under a 


represented a net yield after the 


significant to 1 
exempts qualified pension t1 t 
trusteed self-administered plan 
would in fact be exempt from all Federal income tax 

ment income to an is subject to a Fed 


investment income had arisen 
theoretically exempted fund for pension plans Three of the 


companies specifically stated that a net investment yield 
taxes had been credited to the deposit administra 


Insurance company 
even though a portion of such 
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Towne, actuaries and insuranc: 1 
not available: 
Insurance company investment earnil 
a certain extent, 


isuitant 


ment for a 


ire subject te 
In 1953 the ef 
o-tenths of 1 percel 


rement plan costs by 


York City, 


on trust will be 


and employees receive 


s while 
ts 


] 
ean 


fund 


ed by Manufact) 
* Pension plant 


I'he income-tar advantages of a pension plan. 
* a + A 


(2) the income earned by the invested fund is free 


Booklet circulated by Old Colony Trust Co., Boston, 1949: 


“Whya trustee for pensions? 


“Is the income of the trust ever tarable?—It is not Whether the 


income is in 
the form of dividends, 


interest, or gains on securities, it is not subject to Massa 
chusetts or Federal taxes, either to the trust or to the employer.” 
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At the end of 1953 the 
1 the number of covered 


as follows: 


for insured pe! 
Comparable 

able. However, t m 19: 

k of New York indicates that at the 

ininsured plan was over 3,500 
During the period from 1950 through 
nuity contracts to employers who h: 
their retirement plan with the Pr 


per OL covered Lives Is 


Table A shows that about one-fourth of 

4 lives and that one-half of the new 

ertainly indicates that during the 

al’s new plans provide benefits for e1 

A book entitled “Pension Planning—-Experi 
Couper and Roger Vaughan, Industrial Re 

ished, contains the results of a survey made i 
s taken directly from the book: 

“An obvious relationship is evident between the size of a plan and th 
of financing. There apparently is some minimum size, under which 
points of view of diversification of investment and assumption of mortality risks 
the trust fund method would be unsound, but authorities differ as to where the 
dividing line falls, referring to as few as 200 or as many as 10,000 lives as tl 
requisite minimum for a trusteed plan. Individual policies would seem 
prate only in small companies, especially those having less than the m 
number, usually 50, for which group annuity contracts are written. Table 1 
gives the distribution of types of financing among plans of various sizes, as 
measured by the number of participants. As would be expected, the greater the 
coverage of the plans the smaller is the number of them which are financed by 
group annuities and the larger the proportion which is trusteed 
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Taste 15.—Relationship bettween method of financing and size of plan, 


Vovember 1952 


t under deposit 
Exuipbit © 


The following is a partial list of the names of employers who have chan 
the method of funding their pension plan from insured to partially or entire 
trusteed: 


American Export Lines, Ine. McGraw Electric Co. 
American Gas & Electric Service Corp: Merck & Co., Inc. 
American Metal Co., Ltd., The Mullins Manufacturing Corp. 
American Radiator & Standard Sani- National Airlines, Inc, 

tary Corp. National Supply Co. 
Anheuser-Busch, Ine, New Britain Machine Co. 
Blaw-Knox Co. Oklahoma Gas & Electric 
Bristol Co. Owens-Illinois Glass Co. 
Cleveland Electric Illuminating Co., Pacific Power & Light Co. 

The Phelps Dodge Corp. 
Cluett, Peabody & Co., Ine. Philadelphia Co. (Duquesne Light 
Combustion Engineering—Superheater, other operating companies) 

Ine. Pitney-Bowes, Inc. 
Commercial Credit S K F Industries, Inc, 
Continental Can Co., Ine, St. Joseph Lead Co. 
Continental Oil Co. Sharpless Chemicals, Inc 
Curtiss-Wright Corp. Southwestern Public Service Co. 
Ford Motor Co. Standard Oil Co. of California 
General Aniline & Film Co. Textron, Inc, 
General Railway Signal Co. Time, Ine. 
Hammermill Paper Co. Union Bag & Paper Corp 
Hiram Walker & Sons, Inc. Union Electric Co. of Missouri 
Intertype Corp. Vick Chemical Co. 
Kentucky-West Virginia Gas Co. Victor Chemical Works 
Laclede Gas Light Co., The West Virginia Pulp & Paper Co. 
Lever Bros. Co. Westinghouse Electric Corp. 
Marquette Cement Manufacturing Co. F. W. Woolworth Co. 


The following is a partial list of the names of employers who are funding their 
original (limited) pension plan under the insured method but have adopted th: 
pension trust method for later plans providing additional benefits or initi 
benefits for new groups of employees. In many cases the earlier plan coveri 
only salaried employees was insured but the more recent plan covering the muc! 
larger number of hourly employees has been trusteed. 


Allegheny Ludlum Steel Corp. Davison Chemical Corp, 
Alpha Portland Cement Co. Edgewater Steel Co. 
American Can Co. Thomas A. Edison, Ine. 
American Machine & Foundry Co. General Motors Corp. 
Archer-Daniels-Midland Co. Goodyear Tire & Rubber Co. 
Armco Steel Corp. Harbison-Walker Refractories Co. 
Ashland Oil & Refining Co. Hoffman-La Roche, Inc. 
Bigelow-Sanford Carpet Co., Ine. Kendall Co., The 

Bliss & Laughlin, Ine. Latrobe Steel Co. 
Champion Paper & Fibre Co, Link-Belt Co. 

Continental Steel Corp. Lone Star Cement Corp. 
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Mack Trucks, Inc. John A. Roebling’s Sons Co 
Glenn L. Martin Co. Seiberling Rubber Co. 
Mathieson Chemical Corp Servel, Ine. 

fohn Morrell & Co. Sharon Steel Corp 
National Dairy Products Corp Studebaker Corp. 

National Steel Corp. Texas Gulf Sulphur Co 

itis Elevator Co. United States Freight C 
Pittsburgh Plate Glass Co. Wagner Electric Corp 
Plymouth Oil Co. Westinghouse Electric Corp 
Pullman-Standard Car Manufacturing White Motor Co 

Co. Youngstown Sheet & Tube Co., The 

Mr. Curtis. Thank you very much. I have one question. You 
nserted the word “before 1942” in your prepared statement, and I 
just wanted to get that straight. 

Mr. SuHanks. Yes, I did. 

Mr. Curtis. Where does that occur? 

Mr. Suanks. That is right at the bottom of page 6 of my statement. 
Perhaps I shouldn’t have ad libbed, but it was 1942 when that law was 
changed. 

Mr. Curtis. | wondered if it read correctly. That would not be 
accurate, would it, there was revenue produced before 1942, and I 
ust wanted to get it correct. You can see the difficulty. 

Mr. Suanks. | can strike it out as far as that is concerned, but that 
s substantially a true statement. 

Mr. Curtis. If you want to have it in, we will have it in. I think 
the connotation would be that before 1942 there were no taxes. 

Mr. Suanks. I was referring to this specific type of tax on this. 

Mr. Curtis. Let us let it stand on that. 

Are there any further questions If not, thank you very much. 

It is my understanding that there has been a request that Mr. 
Menagh be called later, and at this time I will ask Mr. D. N. Warters, 
executive vice president of the Bankers Life Co., Des Moines, Lowa, 
to testify. 


STATEMENT OF D. N. WARTERS, EXECUTIVE VICE PRESIDENT OF 
THE BANKERS LIFE CO., DES MOINES, IOWA 


Mr. Warters. My name is D. N. Warters, and I represent the 
Bankers Life Co. of Des Moines, Iowa, a Midwestern life-insurance 
company, active in the underwriting of insured pension and profit 
sharing plans. I am a fellow of the Society of ictumehin and have 
au tively worked in the pension field. Since 1946 I have been executive 
vice president of the Bankers Life Co. 

If I may have your permission, I would like to read my prepared 
testimony. 

Mr. Curtis. I would be very happy to have you do so, and would 
you just briefly state that this was prepared with groups in your 
company? Was it? 

Mr. Warrters. Yes, sil 

My testimony here is in support of the principle that life-insurance 
companies should not be taxed with respect to pension and profit- 
sharing plans meeting the qualification requirements of section 401 
of the Internal Revenue Code. 

I believe this because the accumulation of these pension funds is 
in the public interest. They provide income for the aged which might 
otherwise have to be provided out of taxes, 

55766—65——22 
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Recognizing this situation, Congress in section 165 when enacted 
in 1942 and section 401 of the Internal Revenue Code of 1954 ha 
specifically provided that earnings on trusteed pension funds are not 
subject to income taxes. Undoubtedly similar exemption would have 
been provided for pension funds invested by life-insurance compani 
had not it been felt best to await other major revisions which wer: 
under consideration for the section of the Internal Revenue Code 
taxing life-insurance companies. 

The very rapid growth of formal pension plans since 1942, wher 
section 165 was first enacted, demonstrates that the congressiona 


polic’ vy of encour: ling pe nsions met with wi despre: ic approval on the 


part of emp love rs, labor, and all inte ‘rested groups. Keven the leo 
lature in my home agricultural State of Iowa endorsed the policy of 
encouraging formal pension plans by eliminating from premium tax, 
moneys received by insurers used for the purpose of establishing 
plans qualified under your congressional enactme nts. 

In the second place, the tax increa the cost 5 percent. ‘The 1 
differential between insured and self loaned pension funds increase 
the costs of the insured plan compared to the self-insured plan by 
approximately D percent. Under the present law, life-insurance com 
— pay an income tax of 6144 percent of net investment earning 
with a reduced rate on the first S200,000 of net investment earnings 
Based on present-day interest earnings, this reduces net earnings by 
about one-fifth of 1 percent. 

A qualified pension or prot fit sharing trust not utilizing’ the servic 
of a life insurance company is, generally speaking, exempt from i 
come tax. This means that identical investment performance would 
vield the self-insured plan a net interest rate about one-fifth of 
percent higher than the insured plan, after the difference in income 
tax treatment is taken into consideration. 

The total contributions necessary to proy ide specified pension bene 
fits depend upon many factors, one of the most important of whicl 
is the interest rate to be expected on pension funds. Speaking very 
generally, a difference of one-fifth of 1 percent in the interest rate 
makes a difference of roughly ! » pe reent in total contributions. Thu 
the difference in present tax treatment would, if all other factors 
were equal, tend to make insured plans 5 percent more expensive that 
self-insured. 

This 5-percent difference looms particularly aie on group 
nuity business when it is realized that the total of all other life j ) 
surance company expenses, including commissions : aa State pre mium 
tax, as we |] as administrs ative expenses and ove rhead, on suc h | US] 
ness amounts on the average to 2 percent to 314 percent of consider 
ations collected. 

We feel that the tax hurts the small employer. The present tax 
differential discriminates against the small employer and his em 
ployees. Many large employers are able to avoid the tax by self 
insuring their pension plans. Few small employers are ab le to de 
this. The risk involved in self insurance can be minimized and borne 
much more readily by the large employers than the small. The em 
ployee group is large enough for mortality averages to be effective and 
his fund is large enough to permit satisfactory investment diversifi 
cation. The small employer must perforce insure his plan to avoid 
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osses due to mortality fluctuations and lack of investment diversi 
ition. ‘The only way the small employer can avoid the tax is to self 
nsure and take undue risk with his pension funds. 
Since employees frequently contribute to pension and profit-sharing 
plans, present tax treatment also favers employees of big employers 


s 


ovel employees of small employers, Congress has frequently — 
interest in protecting small employers and employees and certai 
oes not wish them to pay 5 percent more for the same pension benetits 


I think there is a duplicate taxation. The present tax treatment 
volves an element of double taxation with respect to interest earn 
ngs of Insured pension and profit-sharing funds. Pension and profit 
wring benefits are taxable to the recipent, except that his own con 

tributions, principal only, are returned tax free. All interest earn 
nos are in effect taxed once as a part of pension benefits. A furthe 

tax on interest earnings in the income-tax return of the insurance con 
iy is additional taxation on the same investment income. 

We know that the Government wishes fair competition. The pre 
it tax differential is used against insured plans in competition and 
sa material factor in that competition, Pension and profit-sharing 
lans have become an important segment of the United States eco: 

ONLY 5 and competition is severe between advocates of insured pla 

na the banks and other advocates ot self Insured plans, ( ompetl 
tion of this sort is healthy and it is in the best interests of the Ame 
can people at large to keep competitive forces operating. ¢ ertainly 
t is not the intent of Congress to favor either the insured or the self 
nsured approach over the other. Rather, the two should be pet 

\itted to operate from the same starting point, relying on free com 
petition rather than the somewhat accidental manner in which tax laws 
ometimes operate to decide the issues. 

We feel there is a misunderstanding on page 39 of your statem 
of facts and issues. 

On page 39 of the Statement of Facts and Issues With Respect 
to the Federal Taxation of Life Insurance Companies, November 
1954, it is suggested that the companies make profits on pension funds 
| believe that the competition between stock and mutual companie 
will prevent any large profits being made by stock « Ompanies, Among 
the mutuals there is really no profit. 

On page 39, reference is made to the gains reported by mutual lift 
insurance companies with the implication they are used for expansion 
of the business. I believe this is a misunderstanding as these gains 
are set aside to protect the funds against unforeseen fluctuations in 
mortality and investment losses. 

Life-insurance companies make guaranties in regard to insured pen 
sion plans, and it is necessary to set aside certain margins of safety 
» protect these guaranties. Over past years there has been a cor 
tinual improvement in the mortality and, as we well know, the interest 
rate has been falling. Both of these lead to losses in pension business, 
which must be met out of margins set aside in other times for that 
purpose. No major part of the moneys to ht h reference is made 

on page 39 is available for any expansion of the business. 

The weakness in the present tax structure could be corrected by 
imposing a tax ap proximating 614 percent of investment income on 
self-insured trusts. This solution may appeal to those who feel that 
the Government needs every tax dollar it can reasonably collect. 
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Since, however, this would be contrary to the wise action alread) 
taken by Congress and outlined above, and would lead to an element 
of double taxation on the interest element of both insured and self 
insured plans, I feel the elimination of income tax on this portion 
of the investment earnings of life-insurance companies is the better 
course. 

I appreciate this opportunity to present these views. 

Mr. Curtis. Thank you very much, Mr. Warters. Are there ar 
questions ¢ 

The only question we have, of course, is this one that constant] 
recurs and involves this last portion of your statement as to whe ther 
or not there is a gain. It is true that these may be set up as guar 
anties, but when that particular group goes off the books, has ther 
indeed been a residual amount left in the hands of the company 

That is a major problem, and I do not think that we would 
you to go into it unless you do have a comment on it. 

Mr. Warters. I would be glad to comment briefly. I did not knoy 
that that was a major problem until I came here to testify. I fee! 
this way about it, to give what I think is a relatively simple answer 

I feel that the moneys set aside in these surplus funds are set asid 
to meet unforeseen contingencies, such as loss of investment principal, 
or mortality fluctuations. The amount so set aside depends on the 
company’s opinion of the possible losses. 

Now, you would set aside more if you had a riskier type of invest 
ment and less if you had investment entirely in Government bonds 

Mr. Curtis. Let me say that we appreciate the theory. The ques 
tion is that you set aside amounts to provide for your contingencies, 
and then certain contingencies do not occur and you have not needed 
these reserve funds. 

Now, then, the question is as this group for which you have set up 
these contingency reserves goes off the books, what happens to these 
reserves that have been set up to meet contingencies that did not 
occur ¢ 

Mr. Warrers. I was going to try to come to that, sir. 

Mr. Curtis. The theory we understand. 

Mr. Warrers. I was going to get now to my company. In my 
company at the risk level at which we operate, we feel that we need 
a contingency fund of about 6 percent of our assets. Now, at the 
end of the year we have had certain new policyholders come into 
the picture and certain older ones drop out of the picture. The 
existing policyholders have increased their participation by paying 
more premiums. 

So at the end of the year, we look at the business that is on the 
books at that time, and we say that we need in the surplus fund about 
6 percent of the assets we then have. We then distribute in dividends 
the balance of the earnings of the year and any surplus in excess of 
that needed for business then in force. 

Now, if we continually kept any of the moneys on the people who 
have dropped out, we naturally would get over the 6-percent figure 
in the contingency reserve. 

Mr. Curtis. I don’t see why you would not get over the 6- “percent 
figure. You have increased your business. Let us put it this way 
Suppose you started new and set up on the books a new group of 
insured. You would have to have capital in order to do that; would 
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younot? If you were a stock company, you would get that money for 
doing that business from the stockholders. 

A tentative theory that this committee has reached is that a great 
ileal of this expansion capital, in mutuals, has been coming from the 
earnings from better experience on mortality and so forth, that is 

tually retained in the company and theoretically belonging to the 
olicyholders; but it is never broken down or allocated on the books 

pro rata shares to particular groups. As groups go off the com 
pany books the money that theoretically they would have a pro rata 
are In goes to the company. 

I do not want to go into that deeply here. We have to pursue that 

oblem to come to an answer eventually, if our committee is going to 

o its job in this hearing. 

Mr. Warters. Of course, you have to have continuing operation 11 
order to have a life-insurance company continue to exist. 

Mr. Curtis. That is right. 

Mr. Warrters. There are certain people coming in, and certain people 
eoing out all of the time. 

Mr. Currts. That is what makes it complicated. 

Mr. Warters. I don’t look at normal growth in order to keep healthy 

something to be done out of surplus. It comes out of your current 

arnings. All existing policyholders are interested in having new 
policyholders join the company so that we hs ave a continuing com 
pany. Otherwise all talented employees would leave the company, 
without their help results would suffer and eventually the company 
would disappear. 

Mr. Curtis. I understand that. 

Mr. Warrers. I don’t think that growth comes out of the surplus 
ccumulation particularly. 

Mr. Curtis. I can understand the reasons for the difficulties, and 
| can understand why it is difficult to even show or set up on the books 

pro rata share. On the other hand it none become important in 
understé anding this whole que stion of whether or not the net result has 
been over a period of years, for the imeneiiens = the insurance com- 
panies in the mutual field to have 1: argely come from retained moneys 

If we actually followed through the actuarial principle and the 
theories that are advanced, that many would have gone back to these 
various groups of policyholders as they went off the books. That may 
be so, but the point is at least it has not been demonstrated that the 
practice follows the theory. 

I just posed the question. I think that unless you have something 
further, we will have to pursue this as a committee 1 other Ways. 

Thank you. 

Mr. Minis. Mr. Warters, let me read to you just a tew lines fron 
this pamphlet pre pared by the staff. I would like to get your comme 
on the observation, if you have a comment. I am reading : 

One correspondent states that present law puts trusteed plans at a disadval 
tuge as compared to group annuities. It is explained that no provision of law 
or regulations allows an employer to build up a contingency reserve as protec 
tion against future adverse experience with respect to mortality employee tur! 
over or other factors which influence costs. 

It is pointed out that insurance companies in the operation of group annuities 
are able to build up contingency reserves before declaring dividends 


Now, is that a discrimination against the trustee plans? 
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Mr. Warrers. They would have to be cautious in the way they 
vested their funds. Of course, it is the chance of these fluctuation 
that make it so necessary for the smaller employer to insure his pla 
He couldn't take those risks unless he had some way of insuring him 
self against these fluctuations that I have talked about. 

Mr. Mirus. Well, this correspondent felt that that might be som: 
ciscrimination apparently against trusteed plans. Do you agree tha 
t might be? 

Mr. Warrers. I think it is a disadvantage in trusteed plans. I thin 
that there are disadvantages in insured plans, and disadvantages 
trustee plans, of various sorts, and you can say that that was one of 
the disadvantages of trusteed plans. 

Mr. Mirus. I did not properly identify this. This pamphlet 1s 
preliminary digest of suggestions for Internal Revenue revisions sul 
mitted to the Joint Committee on Internal Revenue Taxation by the 
staff of the Joint Committee on Internal Revenue Taxation. 

Mr. Curtis. Thank you very much. 

Mr. Warrers. Thank you, sir. 

Mr. Curris. The next witness is Mr. J. Raymond Tiffany, genera 
counsel, National Small Business Men’s Association. Washington. 
D.C. Mr. Tiffany. 

Judge, we are very happy to have you. The witness schedule looks 
as though you are the only one who is not in the insurance field. 
























STATEMENT OF HON. J. RAYMOND TIFFANY, REPRESENTING THE 


NATIONAL SMALL BUSINESS MEN’S ASSOCIATION, MONTCLAIR, 
N. J. 


Mr. Trrrany. I had a little experience with this question on my 
own hook, and I felt that I should take some part in pointing this out 
to you. 

Mr. Curtis. We are very happy to have you, Judge, and if you 
would proceed, please. 

Mr. Trrrany. My name is J. Raymond Tiffany, and I reside in 
Montclair, N. J.,and I have an office at 25 West 43d Street, New York 
36, N. 2. 

The National Small Business Men’s Association, of which DeWitt 
Emery is the president, was founded in 1937 and incorporated as a 
nonprofit institution under the laws of the State of Ohio in February 
1938. 



















Today the association is the oldest and we believe the strongest o1 
ganization of small-business men in the United States—it is a nation 
wide nonpolitical, nonprofit small-business men’s organization, having 
over 12,000 members from every State in the Union. Our member 
ship represents 176 different categories of busitiess, including almost 
every type of manufacturing, wholesaling, retailing and service organi- 
zation. Its national headquarters and executive office are at 2834 
Central Street, Evanston, Ill., and its Washington office at 925 15th 
Street NW., Washington, D. C. 

I have personal knowledge of the thinking of many small-business 
men throughout the United States and of their problems—knowledge 
derived not only from my association with many members of the asso- 
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ciation at our various meetings since 1938 but also from contacts with 
many other small-business men made as a result of my being general 
counsel to the Book Manufacturers’ Institute, a trade association rep 
resenting the manufacturers of hard-bound books in the United States, 
ind some other nationwide sources. 

One of these problems is that the small-business man IS JUSt as 
anxious, within his means, to provide adequate pensions for his em 
Pp iloyees as is big business. Our association considers small business to 
encompass employers _— any number of employees up to 
not being a public utility, but privately owned. 

Naturally, I do not know too much about the intricacies of the Fed 
eral taxation of life-insurance companies as it is a very complicated 
SU ibject, but I have examined the pre limi ary st ite ment of the facts 
ind issues with respect to the Federal taxation of life-insurance com 
panies prepared by your staff. 1 — noted with particular interest 
that the present Federal income tax as applied to the investment ear 
in) mceei ath thisadd interest e vigaadon two-tenths of 1 percent. This, 
of course, when applied to the investments from annuity considera 
tions, Increases the cost of a pension plan insured by an insurance com 
pany approximately 5 percent. 

As you know, a small-business man, because of the smaller number 
of employees, does not have the necessary spread to have an actual lly 
sound self-insured or trusteed pension plan such as is possible for a 
large business. Consequently, the small-business man must, of neces 
sity, go to an insurance company to obtain a pension plan to ade 
quately protect and safeguard his employees. All of this, of course 
means that the small-business man must pay more for his pension 
plan than does big business. 

It has been harder over the years for the small-business man to 
establish pension plans than it has been for the large employer. Cet 
tainly he should be encouraged and not discouraged. 

My appearance here today is to call this discrimination to your at 
tention and to respectfully ask for the utmost consideration on behalf 
of small business. It is not my intention to suggest favored treatment. 
but merely equal treatment. This is all small business asks at any 
time—not for anyone, the Government least of all, to hold an umbrella 
over its head, but merely to equalize its treatment at the hands of 
those with whom it must do business and by Government. 

Mr. Curtis. Thank you very much, Judge. 

Mr. Mitts. Judge Tiffany, I do not desire to argue your point 
that you feel this tax contributes to the added cost of an annuity, 
but I wonder if you have received sufficient assurance to make you 
believe that if the investment income from annuities is not subjected 
to tax, that the annuity price will be less? 

Mr. TIFFANY. I] think it would be. I had some experience with 
that. I tried in the Book Manufacturers’ Institute where we have 
girls who have been there for 20 years apiece, and they are 55 and 
54 years, respectively. We wanted to establish out of our small funds 
a trusteed pl inforthem. We tried, but we couldn't do it. We couldn't 
afford it as we couldn’t deplete our capital that much, so we had to 
eo to an insurance company; and I think we are paying more for the 
retirement protection we are getting in this pension plan than we 
would have otherwise had to do. 
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Mr. Miuxs. You are thoroughly convinced in your own mind that 
the price of the annuity would be less if the investment income wa 
not subjected to tax? 

Mr. Denaies. I think it would be; yes. 

Mr. Mitis. We have had some experiences in the committee redu 
ing some taxes, especially in the excise field, when the consum« 
did not realize the benefit of it. That is the reason I asked you that 
question. 

Mr. Tirrany. [ can understand that, too. 

Mr. Curtis. Thank you very much, Judge. The next witness 
Mr. Louis R. Menagh, vice president and comptroller of the Prudentia 
Insurance Company of America. 


STATEMENT OF LOUIS R. MENAGH, VICE PRESIDENT AND COMP. 
TROLLER OF THE PRUDENTIAL INSURANCE CO. OF AMERICA 


Mr. Menaeu. Mr. Curtis and gentlemen, I believe you want the 
background of each witness. I might state that I started my careei 
in insurance when I got out of school as a temporary summer clerk 
That is over 40 years ago, and I suppose by now I am on a permanent 
status. 

For the last 15 years I have been comptroller of the Prudential. 
and, of course, as a result have had to deal from time to time with 
questions of company taxation. 

Before I start my statement, may I make a remark in answer to 
a question that you asked, Mr. Mills. That is, I am not an expert 
on the group annuity and pension trust, but I know this much, that 
there is a distinction there on the question you asked, Mr. Warters, 
because the pension trust does not guarantee anything, you see, 
whereas an insurance company does. When you don’t guarantee any 
thing, you obviously don’t have to set up the same kind of reserve 
or be as careful, you know, in taking care of the future, because if 
the future turns out bad, you just give out that much less. I just 
thought that I would interpolate that as a little aside before I start. 

Now, as I go into my actual statement, I am not presenting a plan 
of taxation today. All I am trying to do is this: I thought it might 
be of interest to you if I were to demonstrate what the amount of tax- 
able income would be for the business, if it were allowed the same 
deductions as are allowed other financial institutions and pension 
trusts, particularly the savings banks. 

Now, it is built around this table which you have in front of you. 

(The table referred to is as follows :) 


[Amount in thousands] 


. Interest, dividends, and rents ‘ “ $2, 691, 200 
2. Less: Expense and depreciation relating thereto ou 306, 400 
: Gross income____- fii tibgiataiebtabte = a 2, 384, 800 
. Less: Adjustment for nonlife insurance reserves *____~-- 21, 200 


. Gross income allocable to life-insurance reserves____-~- baitatesmiitimpasinds, en ae 


1 Since this allocation of gross income is taxed at full corporate rates, it should not be 
taxed again. 
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Less: 
(a) Reserve interest assumption ‘ , $1, 719, 900 
Interest paid iedekateie 170, 300 
2 percent of deferred divide onds_ ita 300 
Excess interest devoted to policyholde rs’ 
counts (estimated) 250, 000 


Subtotal__ ; : 2, 140, 500 
(>) Tax-free interest . $36, 3 
Dividends received credit ea 
Subtotal 
(c) Income allocable to insured pension plans- 


Net income ’ 
Less: Provision for loss reserve * 


Taxable income 


2 Mutual savings banks and savings and loan associations receive a loss reserve a 


hich is the lesser of the 2 following figure 

(a) Net income before making the deduction for the addition to the reserve 

b) Amount by which 12 percent of total deposits or withdrawable accounts of depositors 
the end of the tax year exceeds the sum of surplus, undivided profits, and reserves at the 


ginning of the year (12 percent of increase in policyholders’ reserves oxciedl g grou 
nuity reserves, would produce an allowance of $350 million). 


Mr. Menacu. Now, I start off with this statement. The only 
come of a mutual life-insurance company is that arising from 
nvestments, and that has been recognized in all of the tax laws from 
1921 to date. So I start off with that figure. Then from that I take 
the expenses, and also the deduction for non-life-insurance reserves 
that is health and accident reserves—because they are taxed 
eparately. 

Then I take from that figure the credit for the total amount of 
nterest shown under item 6 (a). This represents a total amount 
of interest used for the benefit of policyholders and _ beneficiaries. 
Chat is the interest devoted to reserves, and that devoted to other 
policyholders and beneficiary accounts. 

The first item is, of course, the interest required and the second item 
s the interest paid. That is the amount of interest actually paid out 
on amounts left with the company to accumulate at interest; and the 
third item is a minor item that is 2 percent of deferred dividends. 
That is a carryover from the old laws over many years where there 
are certain amounts earmarked for the deferred dividend policyholders 
with a feeling of the tax authorities for many years that that 2 percent 
was an allowance that should be granted. It is a minor item now, of 
course. 

The last is the amount of interest devoted to policyholders’ accounts. 
That is included in dividends. 

It adds up toa total of $2,140,500. 

I am viewing this entirely from the standpoint of the corporation 
itself. It is only when credits are allowed for total interest that the 
arbitrarv effect of citferent valuation rates are eliminated insofar as 
the policyholders are concerned. It should make no difference to 
policyholders whether the company values are 214 or 314 percent 


basis. so long as the total benefits are on the average substantially the 


same. 
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If only the initial oe actuarial valuation rate as used by some 
companies is allowed as a credit, policyholders in a company using 
an initial rate of 21 on recent are pen: alized because their company is 
required to divert 52 percent of the excess interest toward taxes before 
the cost of coverage can be equalized. No tax base should in any 
way disturb the competitive balance between companies using dif 
ferent valuation rates nor should the difference in rate computation 
methods in any way influence policyholders’ costs because of a taxa 
tion philosophy based other than on logic as to how the cost of lif 
insurance is determined. 

The logic of this total-income-distributed basis is also supported 
by the present basis of general corporation taxation. For ex: unple, 
no distinction is made in the corporate tax base for mutual-savings 
banks between a guaranteed dividend and an extra dividend, both 
being deductible. Another example where the total payments are 
deductible and not merely a guaranteed amount is the case of income 
bonds and bonds with a guaranteed rate plus a contingent rate to be 
based upon earnings and action by the board of directors. 

The next credit we take is shown under item 6 (b). This is the tax 
free interest and divided credit available to corporations as tax-fre 
working capital. 

It would appear no deduction available to all taxpayers within a 
group should be scaled down because of the presence in income of tax 
free interest, as to do so would be to make tax-free interest taxable. 
The eases of MWissourt Insurance Company V. Gehner, National Lif: 
of Vermont v. Commissioner. New Je rsey Re alty Company Vv. City of 
Newark, are pertinent to this point. 

Other corporations are also allowed to add tax free to working cap 
ital 85 percent of taxed earnings and profits received as dividends from 
domestic corporations without any scaling down of other deductions. 
A mutual savings bank will receive the credit plus the full amount of 
interest credited to its depositors’ accounts. 

Item 6 (c) is designed to eliminate the competitive advantage of 
“trusts” in connection with administration of qualified pension plans. 
Item 8 represents a provision for loss reserve. Other savings insti 
tutions are permitted to deduct from investment income a provision to 
reserve for loss. There appears to be no sound reason why life com- 
panies should not be entitled similarly to reserve out of income to meet 

future losses on port folio. 

The preponderance of evidence seems to indicate that if life-insur- 
ance companies were allowed the usual deductions granted to other 
financial institutions the Federal corporate tax, if any, would be quite 
small. 

Considered from the standpoint of the policyholders, investment 
income is already taxable with the exception of the amount included 
in death-claim payments which has specifically been exempted from 
taxation by Congress. If a policyholder surrenders his policy, he 
pays a tax on any excess of the amount he receives over the total 
amount he has paid. The same applies to the amount received at 
maturity of een policies. Funds left with the company by 
policyholders or beneficiaries are also taxable. Annuity payments 
are taxable. 
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It would appear from this that the present rates of taxation at the 
State and Federal levels on the polic vhol lers and companie s are more 
than adequate to compensate for the exe mption of any net increment 
ncluded in death claims as well as to provide a reasonable amount of 
orporate taxation. 

Now, as I say, I am not advocating any basis of taxation, but I just 
hought it might be interesting to the committee to see if we were to 
apply the same philosophy as applied to other financial institutions, 
what would come out as a basis of life-insurance taxation. I merely 
thought it would be of interest to you to see these figures. 

Mr. Curtis. It certainly is, and we appreciate having them. 

Are there any questions? 

Apparently not. Thank you again for your appearance. 


1 


At this time we will have the Honorable Seott W. Lueas. special 
ounsel of Acacia Mutual Life Insurance Co., of Washington, D. C. 
Senator Lucas, we are very happy to have you with us. 


STATEMENT OF HON. SCOTT W. LUCAS, SPECIAL COUNSEL, ACACIA 
MUTUAL LIFE INSURANCE CO., WASHINGTON, D. C. 


Mr. Lucas. Thank you, Mr. Chairman. 

Mr. Chairman and gentlemen of this subcommittee, I am down here 
as the witness at this particular time, but I should like to yield to Mr. 
Schmuck, who is the general counsel of the Acacia Life Insurance 
('o., who will present the main arguments for the Acacia Co. 

I should like to state that we hope the committee will ask searching 
questions of Mr. Schmuck upon every phase of this unusual and ex- 
traordinary problem that you men have before you. I assure you that 
he will answer with clarity and candor. He will not evade or duck 
any questions that you men desire to ask. 

I now yield to Mr. Schmuck. 

Mr. Curris. Thank you. 

Mr. Schmuck. 


STATEMENTS OF EDWARD J. SCHMUCK, GENERAL COUNSEL; AND 
LLOYD CRIPPEN, ACTUARY, ACACIA MUTUAL LIFE INSURANCE 
CO., WASHINGTON, D. C. 


Mr. Scumuck. My name is E vw: ard J. Schmuck, Washington, D. ¢ 
I am the general counsel of Acacia Mutu: Il Life Insurance Co., also of 
Washington. 

I have engaged in the general practice of the law in New York Cit 
for a number of years, and, following military service, in 1946 I entere ‘d 
the life-insurance business. In 1948 I became the general counsel of 
the company I now represent, and have continued in that capacity 
since, 

One of my primary responsibilities in association with my fellow 
officers has been in connection with the problem of income taxation of 
life-insurance companies. 

Associated with me here today is Lloyd Crippen, vice president and 
actuary of Acacia. He has been associated with that eee in 
various capacities in the actuarial department since 1921. He is 
fellow of the Society of Actuaries. He has worked on the caueeiey 
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income-tax problem for many years, his first connection with it being 
in 1932, at which time he then, for the first time, worked with thi 
staff of the American Life Convention in the preparation of the state 
ment made to the Finance Committtee of the United States Senate in 
that year. And I believe he has participated, in one way or another, 
in every consideration of the company tax problems since that date. 

There is also associated with me here today, as has already bee: 
made evident, as special counsel to our company in connection wit! 
this tax problem, Scott W. Lucas, now a practicing attorney of Wash 
ington, D.C. Mr. Lucas engaged in the private practice of the law 
in Illinois prior to coming to Congress in 1935, He served in the 
House and in the Senate continuously from that time through 1950 

During the first term of Gov. Henry Horner of Illinois Mr, Lucas 
served as chairman of the tax commission of the State. He also spent 
a number of years as a member of the Finance Committee of the 
United States Senate. 

He has been speci: al counsel to Acacia since February of 1951. 

Mr. Curtis. Thank you very much. 

Mr. Scumvuck. There has been among the people of this country, 
more than anywhere else in the world, a widespread acceptance of 
life insurance and a dependence upon the benefits it provides. As a 

result, the business of life | insurance has enjoyed tremendous growth 
in the United States. Mr. Montgomery, president of Acacia, has 
often expressed his belief that, next only to religion and good goy 

ernment, life insurance has been the most beneficial influence we have 
had in this country. Certainly the widespread acceptance of life 
insurance springs from the very roots of our national character and 
government—our individual initiative, our freedom of individual 
choice, our deep seated religious convictions, our acceptance of per 
sonal responsibility. These and other similar elements of character 
have provided a solid foundation for the determination of so many 
millions of American breadwinners that, through the medium of life 
insurance, they will provide independently and individually, so far 
as lies within their power, = the needs and the aspirations of their 
families who survive them, or, alternatively, for their own retirement 
in old age. 

The economic security of the American family to which life in 
surance makes so important a contribution is only one aspect of its 
significance to the economy of our Nation. The assets built up by 
life insurance companies from the premium dollars paid in by the 
policvholders have been of tremendous aid in the economic aie 
ment of this country. Investment of these funds in the financing of 
homes, industries, farms, public utilities and even the Government of 
the United States, itself, has contributed materially to our overall 
strength and prosperity. 

Traditionally the Congress, in enacting tax laws, has recognized the 
great economic, social and moral values of life insurance. This special 
recognition is reflected in the provisions of the tax law relating to life 
insurance proceeds received by policyholders and their beneficiaries 
and in the separate and speci: al tax treatment that has been granted to 
the life insurance companies. These privileges, in our opinion, cannot 
be justified unless all life insurance companies are prepared fully to 
fufill their tax obligations on a basis which is fair to the Government 
and which is fair and equitable as among the life insurance companies, 





TAXATION OF LIFE INSURANCE COMPANIES 337 


The problem of developing a tax formula which is fair and equi 
table to all concerned is not a simple one. Ideally, of course, a life 
nsurance company operating on the cooperative or mutual basis 
vould have no taxable income if it could predict exactly the mortality 
t would experience, the rate of interest it would earn on its invest 
ments, and the amount of its operating expenses. In such a case 
the company could gear its premium intake precisely, with the result 
that premium deposits and investment saebns would, over the long 
un, be exactly equal to the amount required for payments to policy 
iolders and their beneficiaries and for oper: iting e xpenses. Because 
such a precise prediction is impossible, the various assumptions as to 
mortality, investment earnings, and operating expenses, in accordance 
vith which premium rates are calculated, necessarily provide fon 
margins of financial safety which result in investment earnings greate1 
n amount than those needed to exactly meet contractual policy obli 
vations. The differences among mutu: al companies both with respect 
to the assumptions made in calculating their premiums and in thei 
operating results create one important facet of the problem of devel 
oping an appropriate tax formula. 

A further problem arises, however, because a substantial part of 
the life-insurance business is conducted by stock life-insurance com 
panies organized and operated for the purpose of securing for the 
private profit of their stockholders excess premium deposits and ex 
ess investment earnings not needed fer their life-insurance oper itions. 

All of these considerations, we believe, impose upon all life-insur 
ance companies the obligation of cooperating wholeheartedly with 
the Congress and other agencies of our Government in developing a 
formula for taxing life-insurance companies which will appropriately 
and fairly reflect the ability to pay taxes of the life-insurance com 
panies and which will distribute the tax fairly and equitably betwee: 
companies, taking account of their different operational and con 
tractual requirements and the nature and purpose of their organiza 
tional setup. This obligation, in all of its aspects, has been accepted 
: Acacia. We have developed a tax formula which we believe satis 
fies all these requirements. This formula and our reasons therefor 
are set forth in the remainder of this statement. 

Mr. Curtis. May I ask you a question at that point before you 
get into this formula, Mr. Schmuck ? 

Mr. Scumuck. Yes, sir. 

Mr. Curtis. Would you say that I am right that the difference 
that your company seems to have in philosophy with the other com 
panies is that you regard these additions to reserves as a contractual 
obligation! The other companies seems to consider them as estimates 

Mr. Scumuck. The additions to the reserves, sir, I think, would 
be unanimously agreed to be contractual and statutory obligations of 
each individual company. 

Mr. Curtis. In either situation? Your company or any other 1 
tual company, in other words ? 

Mr. Scumuck. Any company, s 

The amount needed to maintain vale reserve is required to fulfil! 
the contract, and the obligation is imposed upon us to maintain those 
reserves by the statutes under which we operate. 








3358 TAXATION OF LIFE INSURANCE COMPANIES 

Mr. Curtis. Yes, but some are much larger than others. You get 
into this technical terminology. You have what has been broug] 
out—legal reserves. And then you have what I have described a 
optional reserves, and that vou can convert surplus to legal reserve 
They are reserves that are required. 

Would an opt ional reserve that has been set up by a company becom 
a contractual obligation, as you see it in your theory ? 

Mr. Scumvuck. Iam not an actuary. I wonder if I could pass that 
question to Mr. Crippen. 

Mr. Curtis. Yes. 

Mr. Crriepen. I would assume, Mr. Curtis, that what you are r 
ferring to are the additions that have been made to reserves in rece 
years In what has been termed “the strengthening of reserves process.’ 

Mr. Curtis. Essentially. But as I understand the picture, thi 
States require what is called a minimum reserve. 

Mr. Crieren. Well, the State requirements call for minimum stan 
ards for the legal reserves but permit higher levels of legal reserv: 
if the contracts of the companies provide for those, so that we have a 
sort of combination, as I see it, of the legal reserves set up by each com 
pany in accordance with the terms of its contract. And those ma: 
vary from company to company, but must be sufficient in any case ti 
meet the minimum standard. So you cannot judge whether or not 
the reserve is a contractual requirement merely by the minimun 
standard that is set up in each of the States. You have to judge thy 
reserve, first of all, from a contractual standpoint, from the stand 
point of what is provided in the contract, which must be at least equa! 
to the minimum. 

Mr. Curris. I see. 

Let me ask this, and maybe this is the way to get at it: I am correct 
in assuming that Acacia, for example, is what might be called a low 
premium company. 

Mr. Crrpren. Yes. 

Mr. Curtis. A mutual, low premium mutual. 

Mr. Crippen. Yes, sir. 

Mr. Curtis. So that your estimates of the premium to be charged 
are more with less reserves, isn’t that true? 

Mr. Crivren. I think there is a difference, Mr. Curtis, between the 
reserves as we refer to them and the margins that you were talking 
about which were provided for in the premiums. You see, in cal 
culating the premiums each company has to decide how much of 
margin it wants to provide for with respect to mortality, with respect 
to interest and with respect to expenses. 

Mr. Curtis. And those would become surplus as opposed to the 
technical term “reserve” ¢ 

Mr. Crirren. Yes. If the amounts realized by the companies are 
better than their assumptions, then those margins would go into sur 
plus and would be available for distribution as dividends. But the 
assumptions as to what the company expects it ¢an do, and upon the 
basis of which it calculates its premiums, are not necessarily, so far as 
interest is concerned, the same as their legal reserve. For example, 
a company may determine that its legal reserves shall be on a 214- 
percent reserve basis. But it may assume, in calculating its premiums, 
that it will earn more than that 214 percent. So I think it is necessary 
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, distinguish between the legal reserve basis provided for in the con 
tract of the company and between the assumptions that are made 
alculating the premiums, 

What we are talk ino about here are the reserve requirements, the 
nterest requirements which are necessary to maintain the reserves 


: of the company in accordance with the provisions of the contracts 
a by the companies. 
Mr. Curtis. But in the theory here there is no difference in the 


ipproach of Acacia Mutual and other companies. 

Mr. Crrpren. Not in that respect: no, sir. 

Mr. Curtis. Thank vou. 

Mr. Scumuck. With your permission, Mr. Chairman, and with the 
permission of the members of the committee, when we vet into these 
te hnical fields or in any instance in which | think Mr. Crippen 1S 
better qualified to answer the question than I am, I would lke to 
have the privilege of passing it to him. 

Mr. Curtis. We are very happy to have you do just that. 

Mr. Scumuck. Acacia Mutual Life Insurance Co. proposes that 
the permanent formula for taxing the income of life-insurance com 
panies be based on the following principles: 

1. Each mutual life insurance company should be taxed directly 
on its full free investment income, on a company by company basis, 
without averaging or any other artificial formula. 

2. Each stock life insurance company should be taxed on its total 
net Income. 

Despite the fact that a formula based on these principles will 
result in the foreseeable future in Acacia paying greater taxes than 
under the present formula, we advocate it because of our conviction 
that it will be sounder in concept, more equitable in result and will 
produce considerably greater and much needed revenues for the Gov- 
ernment than the present or any previous formula since 1921 under 
whie h life-i msurance companies h: ave bee An ti axed, or the proposed three 
part formula advanced by the life-insurance company associations in 
July 1954, and now, we understand, abandoned by them. 

It is our purpose in the remainder of this presents ition to set forth 
as briefly as reasonable completeness will sled the reasons why we 
believe that the adoption of such a formula will give full effect to 
the taxpaying potential of life-insurance companies while recogniz- 
ing that the mutual companies re cooperative organizations organized 
solely to service the life insurance needs of their policyholders, whereas 
stock companies are commercial service enterprises designed primarily 
to produce profits for their shareholders. It is our firm conviction that 
a tax so based is in the long range interest of both the life-insurance 
companies and the Government. 

We compliment the statf of your subcommittee for the very fine 
analysis of the problem of Federal taxation of life-insurance com 
panies set out in the preliminary statement of the facts and issues with 
respect to that problem. This statement we shall refer to hereafter 
as the staff report. In the development of our position we have 
avoided as much as possible any repetition or overlapping of that 
report. However, in a few instances it seemed desirable to us to ex 
pand some matters covered by the staff report to present a full dis 
cussion of phases of the tax prob lem. 
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Since 1921, under special sections of the Internal Revenue Cod 
life-insurance companies have been taxed on the basis of their invest 
ment income. Investment income has been consistently defined a 
interest, dividends, and rents derived from investment of the asset 
of the life-insurance companies. 

The underlying theory of this tax method is that for a mutu 
life-insurance company the income earned from the investment « 
its assets, both those held for legal reserves and those held for polic) 
holder surplus, is their only real income. The only other funds reg: 
larly received by a mutu: al life-insurance company are premium cle 
posits. These are not income as such. The premium deposited wit! 
a mutual company by its policyholders is applied to the extent nece 
sary to cover the pro rata share of payments to policyholders an 
benefici laries, to maintain leg il reserves and to pay oper: ating e xpense 
In addition, if a company’s investment income should be insufticie: 
to meet the guaranteed interest which must be added to its leg 
reserves or paid to its policyholders or beneficiaries to fulfill contra 
and statute requirements, any such interest deficiency must be mad 
up from a portion of the premium deposits made by policyholders « 
from surplus. 

The gross premium generally exceeds the exact amount needed fe 
these policyholder and operating requirements. In a mutual compan) 
this excess of the premium deposit, together with free interest, if any 
in part is re funded to the policy yholder in the form of policy vholde 
dividends and in part is allocated to the sur plus account maintaine 
for the added security of the policyholders. Since the surplus a 
count is maintained for the sole benefit of the policyholders, with n« 
individual proprietary interest entitled to any part thereof, it is ap 
parent that any excess from the gross premium which is placed in this 
account retains its nature as a deposit by the policyholder with th 
company and does not constitute income to the company. 

It was on this conception, derived from the essential nature of the 
operation of a mutual life-insurance company, that the Congres: 
adopted in 1921, and has since continued, the principle that the proper 
basis of taxing income of a life-insurance company 1S its investment 
income. 

It has consistently been recognized that from the gross investment 
income allowance must be made for certain deductions, the most im 
portant of which is interest required by life-insurance company con 
tracts and State statutes to be added to the reserves supporting 
outstanding policies in order to maintain those reserves on a proper 
actuarial basis. Other allowable deductions have been investment 
expenses, interest paid on policy proceeds, or other moneys left with 
the companies by policyholders and beneficiaries, and interest accruals 
for deferred div idende 

Thus it will be seen that, in principle, the proper measure of taxable 
income of the companies since 1921 has been considered to be the 
difference between gross investment income and the portion of that 
income required for investment expenses and for contract commitments 
to policyholders and beneficiaries. This difference is commonly re 
ferred to as free interest. 
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It would appear that if free interest is the measure of 
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upon other companies whic h were unable to earn, 
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and attached as appendix I, including tables 1 
validity of the first 4 of these conclusions. Conclusion 5 








vidual companies, a fact highlighted by the provision in the 
cent flat tax formula for a reduction of the amount of tax ; 
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come of a life-insurance company, the Government should 
ix revenues imposed on the full free interest of each life-insurance 
pany. This has never been the case under any formula sili | 
The reason for this is that the reserve interest deduction has 
en calculated at a rate, arbitrary or averaged, but identical for « 
ympany despite the substantial differences among compan 


discussed later. Before commenting on appendix I it should 
phasized that the trend within our business in recent years—still 
tinuing—has been toward somewhat higher earned interest rates 
2 somewhat lower rate of required policyholder interest. As 
the companies as a whole have had more free interest available 
year. Nevertheless, there have been wide variations among the 
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measure of relief to companies whose net investment income 
than 105 percent of their required policyholder interest. This 
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Reducing the Government revenues substantially below 
oo which would have resulted if each mutual company that had 
free interest had been taxed upon that interest at the regula 
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The flat-tax formula in effect as a stopgap since 1951] re 
iathematical variation of the averaging formula which was prev 
ously in effect, also as a stopgap. The 61-percent flat-tax formula 
mply froze the tax situation at the point at which it wou ive 
een In 1951 under the latest averaging formula. It is ussume 
based on 1950 operating —* iat the life-insurance industry as a 
whole needed 874 percent ot 1951 investment income less ivest 
ment expenses to meet eduastnatiine contract requirements, [lus left 
124% percent of this net investment income, the so-called free interest 
subject to tax at the assumed regular corporate rate of reel 
Mathematically, this translated into 614 percent of all estment 

necome less expenses, 

Effect of 1921-51 formulas: In varying degrees each of the 
las for the Federal taxation of life-insurance coi Ipanies enact 
1921 has had both the purpose and effect of : 

Distributing the income tax among the companies ig 
order of size; 

Granting substantial tax preferences to a number of compani 
which, because of their self-determined fiscal policies and low guara) 
teed interest requirements, had large amounts of free interest ava 
able after meeting required policyholder interest ; 

3. Imposing discriminatory taxes, sometimes harsh in their burde 


‘ barely earned, 


orpo 


Reducing the Government revenues further because these 
mulas, founded on the mutual life-insurance company concept, 
made the basis for taxing the stock life-insurance companie’. 

An analysis of the results of the 61 o- percent formula prepared by us 
1, demonstrates the 
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Is particularly Important because, if economic conditions were to r 
verse the present trend, or if the flat-tax formula were to be co: 
tinued with a mere adjustment upward -of the rate of tax, the di 
criminatory impact upon individual companies could be considerab 
sreater and much more serious than is demonstrated in appendix | 

The tables in appendix I cover only 25 mutual companies, th 
largest mutual companies doing business in the District of Columb 
for which fairly complete information was available to us. 

And incidentally the appendix to the tables states the basis on whi 
these figures have been compiled from the annual statements of t 
companies filed in the insurance department of the District ot 
Columbia. 

These tables show : 

That in each of the 3 years the 614-percent formula has been ir 
effect, most companies were greatly favored while others paid sul 
stantially excessive taxes by comparison with what each company 
would have paid if taxed at the regular corporate rate on its own fre: 
interest. The following summary shows the most favored and most 
prejudiced companies on the basis of these comparisons for each of the 
vears 1951 through 1953 and for the 


aggregate: 


3 years in thea 











As disclosed in the table. on the basis of this comparison, the 
Connecticut Mutual in 1951 paid but 47 percent of the amount of 
tax it would have paid had it been taxed on its own free interest, 
whereas the Fidelity Mutual paid 309 percent of the amount of tax, 
the latter being the company that sutfered the worst disadvantage 
under the 614 percent formula. In 1952 both the New York Life 
and the Connecticut Mutual were down to 44 percent of what they 
would have paid on a company-by-company basis. The Fidelity 
Mutual still held high place with 220 percent. In 1953 the New 
York Life alone had the most pre ferred spot, paying 40 percent of 
what it would have paid on its own free interest, with the Fidelity 
Mutual down to 173 percent but still substantially in excess of the 
tax on its own basis. For the 3 years combined, the New York Life 
and the Connecticut Mutual together had the greatest benefit, to 
the extent of 45 percent of what the tax would have been on a com 
pany-by-company basis. The Fidelity Mutual over that period paid 
12 percent of what it would have paid on a company-by-company 
basis. 

Mr. Curtis. Let me ask you if there was anything peculiar about 
the Fidelity Mutual? Because, after all, this was a company average 
or an industry average. Was there anything in the Fidelity Mutual 
situation that brought this about that is important to be considered ? 
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\ir. Scumuck. If there are any such factors Lam not familiar with 
em, SIP. And we did not attempt to explore behind the fact that 


ey were not apparently earning their interest on such a basis that 
ey were able to meet their interest requirements and pay the tax 


this 64% percent basis without incurring a substantially greate1 


bility than they would have incurred had they paid on their owt 


id a lower earning record or hig ler assumptions ¢ Do vou know ? 

Mr. Scumuck. I do not know, sir. It could be either: it could 
e both. We ean find out. 

Mr. Mitis. But you do know from this study you have made that 
n the case of Fidelity Mutual under the 614 per ent formula we were 
tuxine more than free interest 7 

Mr. Scumuck. Yes, sir. 

Mr. Mitts. They made no protest / 

Mr. Scumuc K. If they have I have not heard of it. 

Mr. Curtis. One other question. 

You are not questioning the Tact that this Was a correct average, 
though ? 

Mr. Scumuck. As a stated average of the operating results for the 
year 1950, it was correct. But the 61, percent does not reflect the 
iecurate industry average free interest for succeeding years. 

Mr. Currts. There has been a little discussion as to whether this 
average fluctuates greatly over a period of years. In our executive 
sessions there were some estimates that it had ranged from 81 up to 
90, but it is not a figure that would fluctuate greatly in the foreseeable 
future. Have you any comment on that ? 

Mr. Scumuck. That involves a question of judgment as to one 
factor. There is no question but what one part of the determining 
factors is definitely going down, and both of these factors must be 
taken into account in any appraisal of what free interest will be in 
the future. You cannot take only one factor into account and come 
up with anything. The part that is definitely going down—and, as 
we see it. will certainly continue to 20 down for some years is the 
required interest rate of the industry as a whole. And I think, as a 
generalization, it is safe to say that that is true of the individual 
companies within the business; our required interest rates are going 
down. The earned interest rates of the companies would have to go 
down at least as rapidly, relatively speaking—actually it would have 
to be a slightly greater rate of decrease in the earned interest rate 
in order for there to be no greater proportion of free interest than 
there is at the present time. 

If the earned interest rates of the company either increase or con 
tinue at the same level as they are today or decrease at a slower rate 
than the decrease in our required interest rate, then there would be 
more free interest in our industry as a whole in the future than there 
is today. My own opinion is that for some period of years to come 
the two factors, working as they are today and as we can predict 
them for the future, will be such that there will be greater amounts 
of free interest than there are today. 

Mr. Mitus. Mr. Schmuck, I am a little bit concerned about what 
may have been done to the Fidelity Mutual as a result of this tax 
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formula. If we have taxed more than the free interest in each y« 
from 1951 through 1953, has the company been injured ? 

Mr. Scumuck. The company certainly has not been impaired fina: 
cially at this point. There is no question about that. And they a 
a strong company, and they are operating. As is evident from t} 
results here, their investment situation and probably the continuin; 
decrease in their required interest rate is getting into balance so th 
within a short period of time it appears that the Fidelity Mutual 
going to be below the 100-percent point if this 614 percent formu 
were continued. 

Necessarily, in a life-insurance company, if you strike a perio 
when, for some reason, your ability to earn investment income do 
not bear a normal or an average rel: ationship to your required interes 
rate, it takes a period of years to bring those two things into balan 
again. And my opinion, based on what I see here, would be that 
the Fidelity Mutual is well on its way to creating that balance betwe 
its Investment income and its required interest. 

Mr. Mitis. You mean the tax formula that is in the law now hia 
caused the Fidelity Mutual to change some of its methods of operation / 
Mr. Scumuck. No, sir. I think Fidelity Mutual management 
sufliciently capable that it has endeavored, its officers have endeavored, 
to the full extent of the ability of everyone involved, to improve it 
investment return and to organize its affairs in such a fashion that 
the requirements of its policyholders will come more realistically 

line with what it can earn on investments. 

What I do mean to say, Mr. Mills, is this: We all start with a tay 
which, in principle—and I don’t think that there is any reasonabl 
basis for disputing this—in principle and in its origin, is based 
the free-interest concept. And the free-interest concept means that 
the companies have free interest out of which taxes can be paid 
Now in the case of the Fidelity Mutual, as I see these figures, that 
simply has not been true. They have had to pay at a part of 
their taxes out of other funds. They have either had to pay out 
of margins that were in their premiums or they have bad to pay 
them out of surplus which, in a way, is the same thing. But they 
have not been able to pay them out of their free interest. 

Mr. Mitts. What impresses me is than in naa 1952, and 1953 J 
note from your analysis of the situation that Fidelity Mutual has 
done something to cause less of this tax in each succeeding year to 
be paid out of something other than free interest because the amount 
has decreased in each of those years. So that prompted me to ask 
you if this averaging formula in the law had resulted in them 
changing some policy or some program of oper% ition. 

Mr. Scumuck. I would question that it had. I would say that the 
ordinary principles of sound management of a life-insurance company 
are the things which would have brought about the change in circum 
stances, aided by the fact that the 614-percent tax formula has frozen 
the industry wide percentage of free interest which is taxed. This, 
of course, benefits all other companies as well. 

Mr. Mitis. What I am leading up to is this: Have you detected 
in the insurance industry, as a result of the 614-percent formula, 
the averaging of conditions and situations and methods of operatio 
within all the companies to get to an average formula? 
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Mr. Scumuck. No, I can’t say that I have detected such a trend; 
oO, SIP. 

Mr. Minis. How long could Fidelity Mutual go along on this kind 
t a basis, paying taxes out of something other than free interest / 
Mr. SCHMUCK. ] think that, prov ided the rate of tax did not be ome 
xorbitant with relation to their overall operating results, they prob 
ly could go along indefinitely. Fidelity Mutual is a vood company. 

Mr. MILLs. Could all the insurance comMmpal les gO along’ pay Ing On 
ore than free interest ? 

Mr. SCHMUCK. That would depend, Mr. Mills, on the economik 
tuation. That is the thing that we fear, that if we retain an arbi- 
rary tax formula of this sort, given adverse economic conditions ofa 
enificant nature, we fear the possibility that a tax formula of this 
“ind could result in financial embarrassment of a company. 

Mr. Mirus. Your whole point is that no insurance company should 
e paying taxes on anything other than free interest? Is that the 
oint ¢ 

Mr. ScHMUCK. Yes, sir; and that when you do foree companies 
nto the position, as unquestionably this formula has forced companies 
nto the position, of paying taxes based on free interest when they 
id no free interest to pay them you are creating an atmosphere which 
it some time—and this is not pure theory; it can be tested against 
gures—you are creating an atmosphere which at some time and 
inder conceivable conditions could create financial embarrassment fo 
civen companies. 

Mr. Miuus. I am a little bit shocked that someone with the Fidelity 
Mutual has not already called this to our attention. I think T could 
inderstand them doing it if they had. 

Mr. Scumuck. I think I could, too, sir. 

Mr. Curris. Let me ask a question on this, if I may, Mr. Schmuck. 

This free interest that we are talking about, as I understand it, 
though, is not anything absolute: it is somet] ng that the insurance 


ompanies, individual companies, have considerable control over. In 
fact, one of the difficulties is pinning it down and defining it. As I 
inderstand some of the arguments against taxing that particular 


thing, it is because insurance companies do have some control over 
what will be called free interest and what would not, and that we 
would actually get into the regulating field if we imposed taxes on 
that basis. We actually would be forcing them in, and would be inter 
fering with what might be termed a proper field for management 
judgment. 

I wonder if you would comment on that. 

Mr. Scumuck. Mr. Curtis, the matter of control of the free interest, 
[ necessarily must repeat again, is dependent upon two things. It is 
dependent upon, first, the ability of the individual company to earn a 
rate of investment income on its assets within the investment policy 
that that company determines. 

Mr. Curtis. One thing, if I may interrupt. 

The original determination is what premium they are going to charge 
becatise the amount of earnings will depend upon the amount invested 
[f they take higher premiums they are going to have more to invest. 
And, in turn, the amount they set aside for reserves could be high or 
low, and, depending on that, you would vary your amount of free 
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income. And that, toa large extent, 1s in the control of the ¢ ompal 
the individual company. 

Mr. Scumuck. Those factors would be in the control of a compat 
under any circumstances, and they are within the control of the ind 
vidual ene, subject, of course, to their contractual requirement 

Mr. Curtis. Exactly. But all Iam saying is that, being in contre 
of ia individual company, can they not control the amounts th 
would be regarded as free interest ? 

Mr. Scumuck. Within some limits they can, sir. But the point 
that the converse is equally true, that when you Impose an averagin; 
method then you are imposing on specific companies obligations whi 
result because, due to the fiscal policies of some companies that ha 
built up these rather substantial amounts of free interest, an averag 
ing method then picks up the burden of that free interest and trans 
fers it to other companies whose fiscal policies have been more rea 
istic. 

Mr. Curtis. I see the argument as applied to the averaging. W! 

I was thinking of was in relation to, instead of free interest, using 
what has been advocated now of net income, which is something that 
would still be on the individual company basis but would not be sub 
ject to manipulation. 

Mr. Scumuck. Yes, I appreciate that argument, Mr. Curtis, and 
I appreciate the strength of that argument. It has strength. But 
certainly, for mutual companies, the total net-income approach would 
require a complete reappraisal of the cooperative concept of the mutual 
life-insur: ee arene [ am not saying that that reappraisal should 
not be made, but I am stating as a fact that it would require a re 
appraisal. And my I say this, sir: conceivably, with adequate safe 
guards, it might be determined that that is something that is in the 
interest of both the Government and the life-insurance companies 

I hold no brief for that approach at this point, as this statement 
will demonstrate, but I certainly would not say that it should not be 
explored. There are many reasons, and strong reasons perhaps, why 
it should be explored, with the one condition that, if explored, consid 
eration be given to those safeguards which are necessary to the finan 
cial integrity of the companies. There is no question but what such 
a method would eliminate what to us is the major evil of these averag 
ing methods, and that is the fact that, by fiscal policies of one com 
pany or a group of companies, tax burdens can be imposed upon 
others which are not consistent with their fiscal or operating policies, 
and which, in my opinion, in the long run may well tend to destroy 
the tendency of a number of companies to experiment. 

Mr. Curtis. I agree with you. I don’t like averaging either. 

Mr. Mus. But, on the other hand, Mr. Schmuck, if we should 
apply a formula on a company-by-company basis, since it is evidently 
possible for the company to determine how much free interest it sh: ~ 
have by certain procedures, changing procedures, and so on, could we be 
assured of getting at what might be the actual net income of an 
insurance company ¢ 

Mr. Scumuck. The total net income approach would be as subject 
to the possibility of manipulation as would be the free-interest theory. 
I will take that back. It would also be subject to it; it would not be as 
subject. 
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[his discussion of manipulat on necessal ly involves. to a degree, the 
il Lipul: ation of the reserves because without that you could not pos 


ly have manipulation unless you assume that a company is going 
deliberately embark upon an investment program design ed to re 
duce its Investment income 


Mr. Mus. I don’t think I made myself clear in my last question. 
What I am getting at is this: if we should — a program of 
pplying a tax formula on a company-by-company basis would it 
ot still be possible for insurance companies to manipulate reserves 
nd J don’t like the use of the vord “manipul ite’ but to work 


reserve side— 
Mr. Scumuck. Modify reserve requirements. 


\[r. MILs. So as to reduce the free interest nd perhaps com 
pletely avoid the payment of tax ? 

Mr. Scumuck. Theoretically, yes. Asa matter of practice, if they 
were to modify their reserve requ rements 1n order to precipitate that 


result, I think it was testified here yesterday or Monday that it takes 
approximately 18 years for the impact of a change in the reserve in 
terest rate to fully mature. I believe our figures show 17 years, roughly 
the same length of time. 

Mr. Mitts. I have been looki io at some very astute men dui Ing the 
ourse of these hearings, and | think if it was theoretically possible 
t might possibly happen. 

Mr. Scumuck. I think if that situation were to develop, Mr. Mills 
t would become readily ap pare nt to the Treasury 

Mr. Mus. W hat coul | the Tre asury do about it / 

Mr. Scumuck. It, in turn, could be readily made apparent to the 

Congress. 

Mr. Mitus. What could the Congress or the Treasury do under the 
law if they enacted that type of a formula? There would be nothing 
hat could be done. The law would not permit the Treasury to go in 

and determine just exactly what should be put into the reserves and 
what should not be put into the reserves. 

Mr. Scumuck. To me the word “manipulation,” as used in this cor 

text, intimates that there is a deliberate purpose 

Mr. Mitus. I did not mean that when I used the word. 


Mr. Scumuck. This carries no onus with it either, sir, that _ re is 
a deliberate ae in transferring from one medium to another the 
moneys received by the insurance company. Now that is not neces 


sarily true. The company-by-company approach could also result it 
a reduction in the cost of life insurance, at least in the gross premium 
charged to the life-insurance policyholder. That would be anothei 
method of accomplishing this manipulation that we have been discuss 
ing. If that were true, that that result followed, then certainly | 
think it would be in the public interest. And if that is in the public 
interest it seems to me that there would then be not too much objes 

tion to the fact that companies had brought their assumptions more in 
line with their ability to attain investment results and relate them to 
their reserve requirements. In other words, if, as a result of more 
realistic assumptions and the other things that go into the life-insur 
ance operation, the so-called income, the free interest, of the life 
insurance company is reduced because the impact of cost upon the 
policyholder was to be reduced, I am confident there would be slight 
objection to that. 
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Mr. Curtis. You may proceed. 

Mr. Scumuck. Yes, sir. 

Dollarwise, over the 3 years Prudential and New York Life rec eive 
the largest tax advantages, $47.6 million and $35.1 million, respectivel 

2. Tables 1-4 show also how the 61 » percent formula, having a 
the Government’s ability to reach and tax the free interest income of 
the companies, sharply reduced in each succeeding year the ratio of 
the tax paid as compared with the amount that would have been pay 
able if each company had been taxed on its own free interest. Th 
ratio dropped from 88 percent in 1951 to 56 percent in 1953. Over tli 
% years there was a loss to the Government from only these 25 con 
panies of $152.5 million of tax revenues, more than 50 percent of thi 
amount actually paid by them. 

3. Finally, the tables show tha:, because of the trends within thi 
life-insurance business, the 6144 percent formula is tending to establis 
a tax preference, although in varying degrees, for all companie 
Table 4 shows that for 1951, 11 of the 25 companies paid more taxes 
than they would have paid if taxed directly on their own free interest 
By 1953 only one company was in this position. The trends towar 
slightly increased earned interest rates and slightly decreased require: 
interest rates among life-insurance companies produce a continual 
increasing amount of free interest not needed for the contract interest 
commitments of the companies. However, the amount of taxes paid 
to the Government under the 614 percent formula does not reflect pro 
portionately the increase in the amount of free interest available to the 
conipanhies. 

That this effect upon Government revenues was the known and 
planned purpose of sponsorship by the company associations of the 
614-percent formula is obvious from the statement of the manage 
of the Life Insurance Association of America in his 1951 report t 
the membership of that association, as follows: 

In 1951 a new chapter was written on life-insurance company income taxation 
The so-called global formula which had been enacted as stopgap legislation was 
replaced by a new tax formula which, while producing substantially the same 
tax results currently, was forthrightly expressed as a flat tax on net investment 
nceome This put a stop to the progressive increases year after year whicl 
probably would have resulted from the use of the global formula 

In July 19)4 the company associations proposed a three point 
formula for taxing life-insurance companies which we understand 
they have now abandoned. Nevertheless, we think that brief refe1 
ence should be made to this proposal. 

The proposal was that each company pay the largest of the taxes 
produced by ap plying the regular corporate tax rates to (1) 2 
percent of part of policyholder dividends (dividends on certain busi 
ness were excluded); or (2) cash dividends paid to stockholders: 
or (53) 15 percent of net H atirae income allocable to business othe 
than annuities, pension trusts, and other specified exclusions. <A sta 
tistical study indicated that under the proposal 63 percent of the com 
panies initially would pay 82 percent of the taxes on the third pro 
posed basis. The bases were so arranged that any company could 
easily move from one to another, probably in the direction of the 
taxes on net investment income. 

Thus, this formula was but a thinly disguised attempt to continue 
the principle of the 614-percent formula. However, the results of 
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various adjustments in this formula were such that it would actu 

y have produced less revenue for the Government than the 614 
percent flat tax. The major tax reductions resulting from this would 
nave been derived by the larger companies—I think this has beer 
pointed out previously—and the preferences and discriminations i1 
herent in the 614-percent tax formula would have been aggravated. 
Both the tax on policyholder dividends and the tax on a portion of 
net Investment Income were mere continuations in a new guise of al 
iveraging method as the basis for taxing life-insurance companies. 

As among the companies, the differences in relative impact of a 
ix under any arbitrary or averaging formula always will be preferen 

il as to some and adverse as to others. The preference under any 
weraging formula accrues to the companies having relatively the 
argest amounts of free interest. The discrimination is imposed 
the companies having less than the industry average of free interest 
or which, in some cases, may not even be earning their interest require 
ments. Adoption of a permanent formula for the Federal taxation 
of life-insurane e companies based on an averaging method established 
to take account of the current economic trends favorable to the life 
nsurance business conceivably could have such effect as to threate: 
the financial stability of some companies in the event the econon 
trend were seriously reversed. We are convinced that the Congres 
does not intend such a result. 

The company-by-company approach: On the other hand, the Acacia 
proposal that each mutual life-insurance company be taxed direct] 
m its full free interest would result in: 

1. A tax ona reasonable and readily defined basis consistent 
inde lying theory since 1921 that the taxable come of a mut 
nsurance company is its free interest. 

2. A tax based on ability to pay, since each company would be t 
ifter prov iding for its contractual and statutory interest r qu 
on its own free interest. 

3. A tax which would reach all the taxable income of 
companies. 

Mr. Curtis. It is with respect to No. 2 that this questio 
to whether or not the company co id not manipul: 

\{m I not right ? 

Mr. Scumuck. Yes, sir 

In op )position to this proposal it is st ated t] it would pen 
panies which have adopted a conservative p es and those w 
increased their reserves, thus reducing their average required 
rate (staff report, p. 21). This argument seems to beg the ent 
tion. In effect, it states that companies having the greatest 
amounts of free interest, object to paying tax o1 all of that free 
est even though, to reduce management responsibility or for 
reasons of judgment, these companies voluntarily established gu 
teed or strengthened reserve interest requirements unrealistic 1 
face of their demonstrated ability to earn investment income 
substanti: lly in excess of their interest requi rements. Thus, 
the aver: aging formulas, these companies seek to avert and, to an exte) 
to divert to others a tax on free interest re ‘sulting from their voluntary 
management decisions. ‘The further contention that the company-by 
company basis thus would penalize a company with a lower reserve 
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interest rate by comparison with a company having the same or 
premium but a higher reserve interest rate, in our opinion, is pare 
theoretical, All other things being equal, the normal result of t 
higher guaranteed reserve interest rate is that the company assumi) 
it offers life insurance to the public at a lower gross premium. 

Actually, if investment income is accepted as the ] proper initial bas 
for taxing a mutual life-insurance company, then free interest is 1 
proper measure of taxab le income. No tax formula can have long 
range validity which fails to recognize that each company separate|) 
must meet its interest obligations in accordance with its contracts a 
as required by the statutes governing it. Its investment Income mu 
first be committed to carrying out its interest obligations to its polic 
holders. Only when each company has met these interest comm 
ments can it be determined that there is any investment income avai 
i for the payment of income taxes. The tax relief provisions in t] 

, percent formula for companies not earning or barely earning thi 
interest require ments recognize these prine iples but apply them o1 
partially. The Acacia formula applies them in their entirety. 

There appears to be no sound reason why any company should ob 
ject to paying a tax on all of its free interest. If each mutual lif 
insurance pig ag paid its tax at the regular corporate rate on it 
free interest the Government, for the first time since 1921, would 
realize the full tax revenues to which it is entitled from mutual life 
insurance companies and the mutual companies would be taxed und 
a formula which takes account—and will continue in the future to 
take account—of their individual operating results and contra 
commitments. 

Mr. Urr. Mr. Chairman, I have a question. 

Mr. Curtis. Mr. Utt 

Mr. Urr. We tax all business generally on their net profit. 

Mr. Scumuck. Yes, sir. 

Mr. Urr. Would you say that the free interest concept is equal to 
net profit in other companies and that is why you would advocate 
the taxation on the company-by-company basis of the free-interest 
income ? 

Mr. Scrmuck. I would say this, sir, that free interest is as equiy 
alent to net profit in the case of a mahal life-insurance company as 
is the concept of net profit which is applied to cooperatives generally. 
I think that we start from that, that we are a cooperative organization. 
And it has been congressional policy to interpret net profit in a differ 
ent manner for cooperative organizations than for commercial busi- 
ness enterprises. To use free interest is a sound and a valid measure 
of net profit of the cooperative which is a mutual life-insurance 
eg 

Mr. . Would not that same thing apply to a stock company 
then t eas interest would be a measure of net profit upon which a 
tax would be based on any corporation 

Mr. Scumvucx. I think that in the case of a stock company it is 
true up toa point. The dividing line is the point beyond which not 
only the investment income but the mortality gains and gains from 
loading, capital gains, whatever there may be in the way of gains 
other than investment income, pass from the insurance purpose of 
the stock company to the private profit of its shareholders. 

We spend a bit of time developing this point, sir 
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Chere is, to us, a material distinction in that regard. 

Mr. Curtis. Mr. Mills. 

Mr. Mus. Mr. Schmuck, you have completed, as I observe, your 
liscussion of the taxation of mutuals. 

Mr. Scumuck. Yes, sir. 

Mr. Mitxs. And your next point is the taxation of stock companies 
Before you go to your next point let me ask you a question or two 
about the ap plication of your formula to mutt als. 

I might say that in theory I like - idea of the company-by 
ompany ap yproach in the application of a tax. I realize that ther 
ire some discriminations in the averaging method. But what disturbs 
ie about the company-by company approac h is the point I made 
little earlier, that there is no way of actually measuring appare “ih 
what is free interest or free investment income. Now is that true o1 
not true, sir? 

Mr. Scumuck. There is certainly a way of measuring what is free 
nterest. 

Mr. Mrs. Can an agent of the Internal Revenue Service go to your 
company—let us say you have free investment income of $100,000 
on which you are willing to pay tax—and examine your books and 
reach a conclusion that you have free investment income that should 
be taxed in the amount of $200,000 ? 

Mr. Scumuck. I am not entirely familiar with the accounting 
procedures, but my answer would be that, from the company records, 
that could be disclosed with definiteness. As a matter of fact, it is a 
figure that inevitably flows, as I recall, from a schedule of the income 
tax return that we are still filing with the Internal Revenue Service. 

Mr. Mitis. Then it is not possible, if that is true, for an insurance 
company to arrange its affairs so as to decrease the ees of free 
interest ¢ 

Mr. Scumuck. That is not a necessary conclusion from the previous 
statement, sir. The question of whether you can determine what is 
free interest is independent of the question of can a company, by its 
fiscal and operational policies and the assumptions it makes, accom 


plish a reduction in the amount of free interest that it will earn. 

Mr. Mitts. If you go to the company-by-company approach, there 
hs as got to be something tangible that an agent of the Internal Revenue 
Service can look to to determine whether the proper amount of tax 


is being paid. 

Mr. ScuomMwuck. Yes, sil 

Mr. Miuus. In the case of a corporation, other than an insurance 
company, it is possible to do that. The vy get ito some arguments 
occasionally about whether an expense item tics | be esa or not, 
but they can reach conclusions ultimately as to what is net profit. 
Now if we apply the company-by-company approach in the taxation 
of insur: ance companies, it seems to me, from an acmriniate ative Se 
of view, that there must be some definite guide post out here that the 
internal revenue agents could tie to in determining whether or not 
the amount of free interest so stated by the insurance company is thie 
correct amount of free interest. 

Now, if reserve policies can be changed so as to decrease the free 
interest that is available for tax purposes, how can the agent of the 
Internal Revenue Service decide that? Or how can he require the 


company to have less reserve and more free interest, and so on? 
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It seems to me that you get us into a pretty difficult administratiy, 
position if we apply a company-by-company formula without als 
writing into the law certain standards for reserves, certain standar 
for costs, certain standards for other business operations. 

Now is there anything to that? 

Mr. Scumucx. Well, as to the first part of that question, there 
no question but what the free interest of a company is determinab) 
from its records. We start out with the amount of a company’s invest 
ment earnings; from that the specified deductions are taken, and what 
is left over after those deductions is the free interest. 

Mr. Miuis. May I interrupt you at that point? 

Mr. Scumuck. Yes, sir. 

Mr. Mitzs. But still the company, as I understand in a general way 
the operation of an insurance company, the company will at the en: 
of the year reach the conclusion that it has obtained from intere 
and rents and dividends, or from whatever source it may come, certai) 
income. The company decides that a certain part of that income 
necessary to be put over in a reserve to protect commitments unde 
contracts. 

Mr. Scumuck. The company computes the portion of it that must 
be put over there, sir, on the reserve basis. 

Mr. Muzs. Actuaries do that, I understand. 

Mr. Scumuck. Yes. 

Mr. Mitis. Now they can be either conservative or liberal in that 
can they ? 

Mr. Scumuck. No, sit 

[ would like Mr. Crippen to take that. 

Mr. Mirus. What I am trying to get at, Mr. Crippen, is this: How 
could I, as an agent of the Internal Revenue Service, walk into a1 
insurance company and tell whether or not the $100,000 the insurance 
company says it has as free interest is the exact amount of free interest 
that ought to be subjected to tax? 

Mr. Crrpren. The reason that it can be done is this, that, by far, the 
major portion of the reserves of the company upon which the interest 
is earned is represented by policies which have contractual require 
ments as to the mortality ts able and the interest, and the « ‘company does 

not have any election with respect to those contractual requirements 
which would permit them to increase their required interest or the 
amount of required interest. The amount of required interest on such 
contracts is mathematically determined from the contractual provi 
sions of the policies. 

Now it is possible to move in the other direction, as has been ex 
plained here in previous days, in the strengthening of reserves. But 
that would tend to increase the free interest, not to decrease it. The 
only way you could decrease the free interest, for example, on a policy 
or on polici ies whic - had a 3 percent reserve basis, would be to transfer 
them to a 314 or 314 percent reserve basis, which cannot be done be- 
cause that would be contrary to the terms of the outstanding contracts. 

Now the only thing that could be done along that line would be for 
a company to ‘adopt a different interest requirement for its reserves 
for the new policies which it would issue from that time on. But, as 
has also been explained here in the previous 2 days, it takes a long 
time before the reserves on these new polic ies will have a very appreci- 
able proportionate effect upon the total interest income of a company. 
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ixven after you stop issuing contracts on one reserve basis, say a 3-per- 

nt reserve basis, it takes from 15 to 18 years before the reserves on 
those contracts reach a maximum and start to decrease. In other 
words, for around 15 years following the termination of the issuance 
f insurance upon the basis of a particular reserve rate, the reserves on 

that business keep on increasing even though no new ry st is being 
written on that reserve basis. On the other hand, if, for example, 
there should be a change from a 3-percent reserve eat toa 214-percent 
reserve basis, it takes an appreciable period of time before the amount 
of insurance in force on the new basis—and particularly before the 

serves on that new basis—are sufficiently large to make much of a 

(ference in the free interest of the company. 

So that, as I understand your question, Mr. Mills, it would not be 
possible on a year-to-year basis for a company to determine the 
amount of require «1 interest on its reserves. ‘That is something which 
is determined primarily by contractual requirements, and which can 
not be changed in a direction which would result in there being less 
free interest. 

Mr. Mitts. Let’s put it al other w iv SO I can be clear in my own 
mind. 

I take it, then, that it would be possible for an agent of the Internal 
Revenue Service to decide from the books of an insurance company 
that it is necessary for that company to have earnings from invest 
ments of a million dollars to ¢ arry out its existing contracts, and that 
if the earnings are $1,250,000 it is possible then to determine that the 
$250,000 is so-called free interest. 

Mr. Crreren. That is correct. 

Mr. Mitxs. It can be done on a year-to-year basis ? 

Mr. Crreren. Yes, sil 

Mr. Mitxs. So that in the application of your rule there are some 
guideposts that can be seen in determining whether or not the amount 
stated by the insurance company is the true amount of the tax ? 

Mr. Cripren. Yes, sir. 

Mr. Muius. The tax to be paid. 

Mr. Crreren. Yes, sir. 

Mr. Curtis. Have you finished ¢ 

Mr. Mirus. Yes. 

Mr. Curtis. But where the tax liability would be altered would be 
the decision of the company as to what to set up on the books, or the 
policies to be set up on the books in the future. That is a long-time 
ated ess in producing results. 

Mr. Crippen. Yes, sir. 

Mr. Curtis. From the standpoint of our being concerned about the 
influence our method of tax would have upon the management judg- 
ment of the individual companies, it certainly would have an impact, 
would it not? But that would be a factor in the decision of how to 
set up future business. 

Mr. Crrepen. That is correct; it would be a factor. I don’t know 
that it would be too important a factor because of the reasons that I 
have stated. But, so far as deriving any benefit from it, shall we say, 
for tax-avoidance purposes, it would bea long time before the “y would 
be able to derive any benefit which would be of any substantial amount. 

Mr. Curtis. That is true. 
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Mr. Cripren. There are other 








factors which are much more LM po 
tant in the management of a life-insurance company. 
Mr. Curtis. But we are assuming that this 











which we are seeking 

permanent formula. So the net result would be, assuming that 
were to adopt a permanent formula on that basis, that 20 years fro. 
now that method would have materially affected the manner in whi 
life-insurance companies did their business. Would that be a fa 
observation / 

Mr. Cripren. I do not believe that that would be the result fro. 
a practical standpoint because I think there are far more Importal 
factors for the management of a company to consider in determining 
what its premium rates and what its reserve bases shall be than 
matter of income tax, which, of course, so far as the rate 1s concerned 
so far as the formula is concerned, is subject to change from time ti 
time. And I think that these other factors would be in the future, 
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these policies of the various companies. And especially, as [ sai 
before, the fact that it would be a long time before 
derive any material benefit from this would not make it an attractiv 
proposition, would not make it an important factor in arriving at the 
conclusion as to what they should do on new business. 

Mr. Curtis. Let me ask one other question. 
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basis and l ona high premium basis, your competition is based i 
the theory and the argument that the insurance salesman of the high 
premium organization says, “We will be able to return to you i 
dividends a balance or a diffe rential which will, over the period of thi 


life of that policy, make your premiums equal to that of the low 
premium compan: fied 


















































Under this formula. though, those premiums or those dividend 
would come, to a large extent, from free investment, would they not / 

Mr. Cxipren. That would depend upon the company, Mr. Curtis. 

Mr. Curtis. Well, it would depe nd upon the company, but wouldn't 
that be one of the real sources of returns ? 






























































Mr. Cripren. It is an important source. Mortality savings also 

au very Important source, An d the portion ot divide nds ee h is 
represented by mortality savings and the portion represented by i 
terest would vary from company to company according to Toth 
assumptions in their premiums as to mortality. They would 





experience 





Mr. Curtis. On a competitive basis it would seem to me that. in 
adopting this formula, we would be taxing the company that operates 
on the high-premium theory, and to that extent, at any rate, put them 
at a competitive disadvantage with a low-premium company. Would 
that be a fair observation ? 

Mr. Crippen. Speaking again of mutual companies, as I understand 
we are- 

Mr. Curtis. We are talking about mutuals. 

Mr. Cripren. The difference between a high-premium or a medium 
premium or low-premium company does not necessarily mean a dif 
ference in their reserve interest requirements. 

Mr. Curtis. No: it doesn’t make a difference there, but it 
n the amount of money they have invested, 
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they have been in the past, the predominant factors in determining 
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a compaly could 


Faking 2 companies, both mutuals, 1 that is on a low-premium 
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al in free investment income. A higher-premium company 
ve more, would it not ? 
\ir. Crrepen. Not if the mortality basis al 
» same and their interest basis is the same. 
] 


Mir. Curtis. In other words, what you are say 

ferential in the high premium is more conser 

ortality and on loading, for example, and that 

ferential comes in rather than a low interest or a 

Mr. Crreren. I believe that is true. That is wl 

rence comes In. Although it is true that - 

fe-Insurance Company today that li a-]} ent 

ite on its new business, I believe it is correct 

itual companies have a 214-percent reserve 

at is true of the mutual companies whethe 
emium class or medium-premium class or in n 

led the high-premium class. 

Mr. Curtis. The reason I dwell on it a bit is one of the points that 
e have to consider is if this tax were ‘ \ lly iffect the compet 
on we would, to that exte nt, be atlecting management judeme! U 
Maybe we would want to do it, but maybe we wouldn't I 

ving to determine on that basis. 

Thank you. 

Mr. MILLS. Mr. Schimu k, JUST Ohe more questo 

\re there any other mutual companies of which you are aware who 
hare the view of Acacia with respect to the application of the formu 
on a company-by-company basis 

Mr. Scumuck. I am not aware of it. sir. Althouge 
this, that I listened with oreat interest to Mr. Dean Da 3° present 
on vesterday, and would be almost tempted to say, for all of thi 
reasons he presented, 1 agree with his statement and disagree with 
sconclusion. I feel that there has been a lot of hau 
on this to an extent. I think that a numbet 
have been put into this record in the past 
nevitably as our attempt to carefully organ 

nh our company, to the conclusio at wl 


( 
1 ] 1} 
ling and pull 


people voing up to the point of that conch 
But my answer stands, that no company that I ko 
has come forward and joined in this recommendatio1 

There was a period a few years ago when a numbet 
ndicated their interest in the proposal, 

Mr. Lucas. May I make one short statement 
mutual companies / 

Mr. Curtis. Yes, sir. 

Mr. Lucas. I want to put in a slight defense for all insur 
panies. It is inconceivable to me, if the company-by-company formula 
was adopted by Congress, that any insurance company of standing 
this country would immediately start the manipulation of its mar 
agement operations to the end that ultimately it would pay no tax 
to the Federal Government whatsoever. 

That is all I care to say. 

Mr. Curtis. Thank you. 

Mr. Mitus. Mr. Schmuck, have you tried to sell this idea or has 
Mr. Montgomery with Acacia tried to sell this idea to the other in- 
surance companies ¢ 
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Mr. Scumuck. Mr. Mills, I have got to go back a few years no 
We have attended each of the several meetings of the general mei 
bership called by the American Life Convention to cons sider the matt 
of company income taxes. A number of years ago—l think it w 
about 1949, as I recall it—we presented the opinions of our compa) 
with regard to this tax matter at a meeting of the membership. M 
recollection is that it was about that time that a number of co: 
panies expressed interest, and a greater number of compani 
expressed rather violent opposition to the position that we have ad 
vanced. Now that opposition is directed at both or, in some cas¢ 
one of the points of our presentation, in a large measure determine 

[ suppose, by the interest—generally financial—of the individu 
who is stating the opposition. As far as the mutual companies ar 
concerned, we have made no effort to sell this idea. It is not a n 
idea. It has been discussed previously. It was discussed as far bas 
according to records that I found and according to Mr. Crippen’ 
recollection, as 1932. I think from time to time various compani 
have come forward with the idea, although, to the best of my know 
edge, we are the only ones W ho have presented it before a congression i 
committee. I could be wrong on that, sir, but that is my_ best 
information. 

Mr. Mitus. Is there any possibility that the opposition to you 
formula results from the thought on the part of some of the companie 
that they might be adversely affected by the formula? 

Mr. Scumuck. I am confident that that is so, sir. 

Mr. Miius. You think that is the reason ? 

Mr. Scumuck. Yes, sir; I have no question about it. 

Mr. Mitis. I wanted to observe that, of course, that is sufficient 
reason. 

Mr. Curtis. I notice that the time is almost 12: 30, and we are going 
to go into a new subject of the taxation of stock companies, on which 
there probably will be some questions. So I think we will adjour 
until 2 o’clock. 

(Whereupon, at 12:25 p. m., the committee was recessed, to bi 
reconvened at 2 p. m., this same day.) 































The hearing was resumed at 2 p. m., pursuant to the recess. 
Mr. Curtis. The committee will come to order, please. 
Mr. Schmuck, you were in the middle of your testimony. Will you 

proceed, please? I understand that there is a statement you wanted 

to modify ¢ 










STATEMENT OF EDWARD J. SCHMUCK, GENERAL COUNSEL, AND 
LLOYD CRIPPEN, ACTUARY, ACACIA MUTUAL LIFE INSURANCE 
CO., OF WASHINGTON, D. C.—Resumed 


Mr. Scumuck. I certainly at least want to clarify this. I am not 
entirely certain whether in the discussion this morning with 1 respect 
to the Fidelity Mutual, I said, or implied, that in each “of the 3 years 
that are covered by the tables, the Fidelity Mutual had less free 
interest than its tax. If I seid that or gave that impression, it is 
not entirely accurate. 
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In 1951, again in 1952, that company had less free interest than the 

mount of taxes that it paid. In 1953, the company had, according 

, our figures, $577,000 of free interest, and paid taxes of $520,000, 

. that for the year 1953 it did have enough free interest to cover 

ts taxes. Over the 3 years it ran a deficit, according to our calcula 
tion, of about $109,000 that it paid in taxes that it did not have from 
its free interest. 

[ think that the record should be clear on that point. For the 
year 1953, Fidelity’s readjustment of position had already reached 
e point, aided by the freeze in the 614 percent formula, where it 
oa at least the amount of free interest needed to pay its taxes. But 
e point for which we cited these figures is still valid, and the pri 
ary purpose that we have in citing them is to demonstrate, as we 
ave done here, that the 614 percent tax in its impact upon the in- 
lividual company in terms of the measure of taxable income that un- 
derlies the 615 percent tax can result in these discriminations, at 
mes a negative figure. 

Certainly, in any event, a discrimination against some companies 
results while giving the preferential position to others. 

Mr. Curtis. Mr. Mills? 

Mr. Mitts. Mr. Schmuck, since you raised the question, I gained 
the impression from your table that the free interest of the company 

ad become larger in the years 1952 and 1953? 

Mr. Scumuck. Yes, sir. 

Mr. Minus. As a result of the percentage figures displayed by the 
chart. I guess I was right in that impression ? 

Mr. Scumucx. That is absolutely correct, Mr. Mills. 

Mr. Curtis. Thank you, Mr. Schmuck. 

Mr. Scumuck. Unless there are questions on this mutual company 
matter, I would like to move over to page 8. 

Mr. Miuus. Mr. Schmuck, I hate to continue to ask questions, but 
[ think this might be an appropriate point to raise further questions. 
You perhaps were in the room on Monday when I asked Mr. Hogg 
some questions about whether there were any dangers inherent in the 
averaging formula. 

Mr. Scumuck. Yes, sit 

Mr. Miuus. Are there any dangers to insurance companies them- 
selves in that respect? I got some answers from Mr. Hogg on that 

point, but I gathered from his statement that he did not think there 
st serious “implications with respect to it insofar as the formula 
applies to insurance companies and their future. 

Before we pass over that point, do you see any inherent dangers in 
it to the insurance industry itself? 

Mr. Scumuck: We do, sir. 

Mr. Mitts. Other than those you mentioned ? 

Mr. Scumucxk. To individual companies within the business we see 
definite dangers in a formula of this kind. 

Mr. Mis. Would you take a moment to enumerate some of those 
dangers ? 

Mr. Scumuck: Yes, sir. The principal danger that we see would 
result if there were a marked reversal in economic trends as a result 
of which there was a substantial decline in the earned interest rate 
of an individual company, a decline so marked that perhaps the 
company was not even earning its required interest, and we know that 
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that can be so, We know that as late as 1950, for example, a 
stantial number of companies were not earning their required interes 
and there are tables in the records of prior hearings before this co 
mittee, and the Senate Finance Committee, that bear that out. J 
(lig out a few exact figures if you would like, at this point, and it mig! 
be just as well. 

A study was made for the year 1950 of 156 companies, and t 
study showed that of these 156 companles, 27 were not then ear 
their required interest. Their actual investment income was less tha 
the amount of interest that they needed for their commitments 
their policyholders. An additional 41 companies of these 156 we) 
earning less than the average for the industry. In short, while the 
{1 companies were earning their required interest, their margin 
free interest was less than the average for the industry. Righty elg 
of these 156 companies were earning enough investment income 
relation to their required interest that they were at or above the ave 
age Tor the industry. 

Now, to place that in context, you might be interested in the sh 
that this indicated, an improvement, incidentally, over a comparab 
group of companies the results of which were studied for 1948. 
that time, 215 companies were studied. Of these 215 companies, 
were not earning their required interest total of investment incor 
Was hot equivalent to their required interest. 

Mr. Minus. Yet all of them were paying tax ¢ 

Mr. Scumuck. All of them have been paying tax under the ave 
aging method: yes, Sir. These tab les, as the \ hi ave been de ve ape 
here, have disc los ed the situation in an proving economic trend, 
reverse it and start the cycle over again, and we are a cyclical busin 
and it is conceivable and hot — in the realm of cone ‘ture, M 
Mills, it is conceivable that for a given year, a company coul | fail to 
earn its required interest, and as a further result perh: ips of mortality 
experience W hich could he ads erse—is some ot use xpel lence “| advel =f 
mortality whey even the minor Korean war hit us, we had much highes 
mort: ~ than we expected—but if such an economic trend conjoins 
with an adverse mortality e xperience as a result of which they failed 
to get gains from that source, you could have an impairment of the 
financial structure of that company, and of course, under the Stat: 
laws, all vou need is an Impairment for l yeal and the company Is 
trouble. 

That is the danger we see that is inherent in any arbitrary formula 
that says to a company, “You will pay a tax ona gross income basis. 
or an average basis, or whatever basis it may be, without regard to what 
your particular operating requirement and experience is.’ We think 
it isa very real danger. 

Mr. Mints. Are there any other dangers that occur to your mind 
now ¢ 

Mr. Scumuck. I would say that that is the major one. It did ocem 
to me, but, frankly, IT have not had the opportunity in the past few 
days to thoroughly explore it, that it might well be, as a matter of 
theoretical manipulation, that a “rgr, ane could as well manipulate 
away from a flat tax, such as the 614 percent formula, as it could from 
a direct tax, but, fr: ankly, I have not been able toe xplore that in thor- 
ough detail to convince myself that is so. But the other danger is a 
real one, and I say that with due consideration for the contrary opin- 
ions that have been previously advanced here. 
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= TAXATION OF Srock COMPANTES 
a K LIFE INSURANCE COMPANIES IN RELATION TO OTHER INSURANCI 
“a COMPANIES 
r| 
Until now stock life-insurance companies have beet taxed o1 
hat ntical basis with mutual life-insurance companies, despite the f 
( that the stock companies are organized and operated, like any othet 
ul mercial enterprise, fo. the priv ite pront of the stockholders. The 
l X laws applicable to life il surance companies, based as they ive 
. been upon an appropriate theory for taxing mutual companies, ha 
St failed to take account of the fundamental ditferences between mutua 
O1 | stock companies. 
‘ |. Mutual life-insurance companies are truly cooperative ente! 
ses. Stock life-insuranece companies are truly olinel ul private 
i prolit enterprises. 
; Ina mutual company there is no individual proprietary interest 
TT | a stock colMpany the propriet ivy interest of the sto kholdei 
MT paramount, 
3. In a mutual company, dividends are paid only as refunds of 
U part of their premiums to the poli vholders | i STOCK company, 
Mi milar dividends may be paid to policyholders on policies providing 
for such participation, but beyond that, all funds available for 
dividend distribution are private profits of the stockholders. 
}. In a mutual company, the surplus funds are accumulated fo 
( the benefit of the policyholders. In a stock company, the surpl 
funds, including special and contingency reserves, are the private 
s gain and the property of the stockholders as in any other privately 
owned business corporation. 
tO >. In a mutual company, both premium deposits and investment 
Ly neome are apphed solely and exclusively to the benefit of the pol C\ 
me holders who compose the company. In a stock company, premiul 
a deposits and investment income are applied first to satisfy the cor 
MM tractual and statutory obligations to policyholders, second to divi 
cl dends or refunds to the po icyholders under part cipath Y policies, 
if any, and where the policies so provide, and third, the remaindet 
re to the private profit of the stockholders. 
n Because of the essential differences between mutual and stock life 
hsurance companies, because profit for the ndividu il stockholders 
a s the purpose underlying the operation of a stock life-insurance 


l 2 | ae 
company, and pecause stock life Insurance compan es are becom Oo 


it increasingly a vehicle for tax preference of the owners, it seems 


k appropriate that these stock companies should be taxed on total 

‘ net income, 

: It is of interest to note that the tax laws distinguish between stock 
and mutual companies with respect to all insurance companies other 

; than life-insurance companies. 

e Mr. Curtis. The statement— 

; Because of the essential differences between mutual and stoek life-insurance 


companies, because profit for the individual stockholders is the purpose under 
rh lying the operation of a stock life-insurance company, and because stock life 
- insurance companies are becoming increasingly a vehicle for tax preference 
A of the owners— 






upon what do you base that conclusion / 
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Mr. Scumuck. I think that the staff report, sir, contains referen 
to several situations, I should say contains general reference to severa 
situations that we understand have arisen in recent years. 

Let me illustrate specifically, A statement was made at a publi 
life-insurance meeting that a pipeline company had organized a lif 
insurance company not for the purpose of going out and selling life 
insurance generally to the public, but for the purpose, as I recall it, 
of covering its own insurance needs for its own insurance employees 

Mr. Curtis. May I interrupt just a minute? 

Mr. Scumuck. Yes, sir. 

Mr. Curtis. What you are saying, then, what you are referring to 
is what, in our staff report, we have taken up under the subject of 
proper, better, tighter definition of life-insurance companies because 
of the use of investment companies entering the field. We will trea 
itasan Aand B. Is that what you have reference to? 

Mr. Scumuck. Yes, sir, in part. 

Mr. Curtis. Well, now, if there is anything beyond that—becaus: 

I think there is pretty much agreement in the industry that the com 

mittee is wise and Congress would be wise in going ahead and clear 

ing up that situation. If there is something else, though, then it does 
get into this tax problem of the competing of the stock company that 
is a legitimate insurance company, competing with mutuals. If 
there is something else in there, where there is a tax preference, I am 
concerned. 

Mr. Scumuck. Well, there is an additional circumstance that | 
think is also referred to in the staff report and bears, in our judgment, 
on this point, and that is the marked increase in the number of com 
panies; that is good from a competitive standpoint, and I completely 
agree with it. 

Mr. Curtis. You mean the number, or the amount of business being 
done ? 

Mr. Scirimuck. The number of companies, sir. 

Mr. Curtis. But not amount of business? 

Mr. Scumuck. That these companies are doing? 

Mr. Curtis. Yes, I mean in ratio of the whole. It seems to me there 
has been a slight increase, but I would not call it a marked increase 
of business done by the stock companies as opposed to the mutuals. 

Mr. Scumvuck. That has been steadily growing. 

Mr. Curtis. It has? 

Mr. Scumuck. Yes, sir. 

Mr. Curtis. I know there is a slight growth, but is that a steady 
growth? I was not aware of that. 

Mr. Scumvuck. The studies that we have made, Mr. Curtis, over the 
past few years, have shown that a continuously increasing portion of 
the business is being done by stock life-insurance companies. It is 
slow, but it is steady. 

Mr. Curtis. That would take us, let us say, if you went back to 1920 
do you know what the percentage of business done then was, stock 
versus mutual? 

Mr. Scumuck. No, sir, but I do know that in connection with the 
1921 tax, there is the intimation that the stock companies were doing 
then a relatively insignificant portion of the entire business. 

Mr. Curtis. That is what we are trying to get down to, percentages. 
What year do you have the earliest date as regards percentages? 
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Mr. Scumuck. It is my recollection that our studies go back at least 
years. 

May I ask for permission to do this: May I ask to take our studies 
back as far as we can find records available and file before Friday, a 
statement of the growth and progress of the stock companies ? 

Mr. Curtis. Yes, we would be very happy to have that. 

I might make one other observation. Of course, there is a constant 
trend, is there not, for stock companies as they become larger to 
mutualize¢ In your opinion, has there been a trend away from that 
process ¢ 

Mr. Scumuck. Mr. Curtis, I cannot say that we have observed a 
trend in either direction in that regard. A small number of stock 
companies have mutualized in, say, the past 10 years, but in relation 
to the overall stock operation, I do not think there has been any trend 
toward mutualization, and certainly the large stock companies have 
given no indication of it, and the really small ones would have no 
reason for mutualizing. 

Mr. Curtis. The studies of our committee indicate that the new 
growth in the industry comes from, and, of necessity as testimony here 

as indicated, must come from your stock companies. So, of cours 
this increase could be just added growth, new growth, coming into 
the industry rather ~ an any reflection of what you intimate in here, 
where you say “stock life-insurance companies are becoming increas 
ngly a vehicle for tax preference.” I gathered the overtone of that 
was that because the stock companies eventually would become more 
and more important in the field of life insurance, they would have a 
competitive advantage as to the mutuals. Am I correct in attributing 
that overtone to you ¢ 

Mr. Scumuck. No, sir, we certainly did not intend that overtone, 
and I think they are not necessarily associated, if | may express that 
opinion. As a fact, and this is all we have stated, first, the stock life 
insurance companies are becoming increasingly a part of the entire life 
insurance picture. We think that is one fact that should be taken into 
account. I have found in my papers studies for the last 5 years. Stock 
companies, in the aggregate now, had issued 51 percent of the total 
insurance in force in the year 1945. 

At the end of the year 1952, thev had issued 35 percent of the total 
insurance in force. 

Now, that is an increase of 4 percent, which is relatively a pretty 
substantial increase for th: it group of companies, and indicates that 
they were growing at a more rapid rate than the mutual companie 
in respect to insurance in force. 

Mr. Curtis. Now, let me ask a que ‘stion on that. How much of that 
increase would you attribute to these investment-company types ol 
these subsidiary types that we are aware of having grown in recent 
years. Do you suppose any appreciable part of that increase of 4 


percent is asa result of that, and if we would modify the law that would 
stabilize that growth / 

Mr. Scumuck. My opinion, and this is strictly in the realm of 
opinion, would be that it would not be an appreciable part of that 
growth. 

Mr. Curtis. You have not analyzed or do not have available any 
estimates upon how much business these investment types are doing 
and how much business the subsidiary types are doing ¢ It must be a 
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sizable amount. though, to have created the concern that 1t has creat 
among the Industry ¢ 
Mr. Scumuck. [ think that the concern is not so much from 1 


size or the amount of insurance that these companies would p 


Into force, as much as the fact that they are organized not to pu 
insurance in force, but to take ndvantage of the preferential tax po 
tion that can be gotten for the investments that are placed nd the 
life-insurance companies by their owners. 

Mr. Curtis. That, of course, is primarily the tax committee's ¢ 
cern, but IT was wondering if there was not some concern, too. mn the 
industry itself, as to the amount of insurance, for instance, in thi 
subsidiary field that is being written by these companies. At least 
vou have not made any study of it? 

" Mr. Scumvuck. No sir; nor have I heard any opinion expressed t! 
indicated any concern on that score, Mr. Curtis. [ say, t think 
the amount of insurance these companies would hold in relation 
the whole picture, would be relatively very sn ae 


Mr. Curtis. Of course, we are t: alking ot t percent here, whi 
is sizable, but is a small Eeeereeee of the ook 
Mr. Scumuck. Yes, sir: exce pt that it is an indication of growt 


at a more rapid rate. 

Mr. Curtis. That is why we are trying to analyze what might be 
the factors that have created it, and we are dealing with a tremendou 
amount, 1 would say. It may be, as you intimated, and what I 
concerned about and want to learn is whether this actually is the re 
sult of tax preferences in other ways than the two we have mentioned, 
or if it is not just new growth coming into the field through the stock 
formula which might be a very desirable thing. Maybe you have not 
been having enough new growth in the industry over the years 

Mr. Scumuck. O 
opinion between us 


We, in our company, and I personally, think that more companies 
are healthy for our business. It has always been so. Competition 
at the root of our business, and that has always been so. 

Mr. Curtis. One way we could determine it, and maybe your fig 
ures would reveal it, if the stock companies that existed in 1948 had 
increased their percentage of the whole business by 4 percent, then, 
of course, it would apply, but if the percentage came from whateve1 
new companies there were, since 1948 to 1952, then that would afford 
some test, would it not ? 

Mr. Scumuck. I think it would be an indication; yes, sir. 

Mr. Curtis. If that is readily accessible, you might include that. 

Mr. Scumuck. If we can determine that information for even a 
relatively small—but what we think is a representative—group of the 
companies, we will do that, Mr. Curtis. We will be glad to do that. 

Mr. Curtis. Thank you. 

Mr. ScumucKk. You asked if there was any other aspect in which 
we felt that the stock company has become a vehicle for tax preference 
to the owners, and I think that will appear in the balance of our state- 
ment, because from our standpoint, 
for a number of the companies—now, I am not talking about invest- 
ment type or subsidiary companies. I am talking about a company 
that is organized by a group of men to go out and aggressively com- 


am 





1, on that, sir, there would be no ditterence of 


a primary inducement perhaps 
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te with existing companies and sell life i rance 
vublie, carrying on a legitimate and : propel 
operation—with respect to those, we think perhaps a 
if their organizers has been to pl ice then 


ition where it is apparent to a sagacious lnvestol 


antage of a markedly preferential tax positiol 


ittributing no onus, sir. we are stating it as a fact, ane 

I think TI had reached the point of noting that the 
ouish between stock and mutual companies with respect 
nce companies other than life surance companies, 

Such other stock insurance companies are taxed 
otal net income. 

Many stock casualty companies are in direct competition 
marked suecess, with important parts of the operation 
ife-insurance companies, ecifica 
ance operations. The Federal tax differential with respect to suc] 
business may reduce the profit of the stock casualty company, com 
pared to that which could be realized by a stock life-insurance com 
pany, but it has neither driven the casualty companies from this area 
of business nor eliminated their capacity to compete. At the same 


time, despite the more favorable Federal tax treatment ecorded to 


ally. their accident and | 


mutual companies other than life, the stock companies in those clas 
ications not only have succeeded in competition with the mutual 
companies, they dominate the field. 

These are facts certainly throwing into sharp ( 


juest on the areu 
ment that to tax stock life-insurance companies on their life-insurance 
business on a basis different from the mutual life companies would 
atfect seriously the ability of the stock companies to compete Ww 
the mutuals. As a matter of fact, competitive equality is a relative 
thing when considered only in terms of cost of insurance to the 
policyholder. 

Obviously, there are many elements heside net cost which entel 
into the purchase of life insurance. Among these elements are sales 
manship, confidence in a given agent or given company, liberality of 
policy terms and conditions, including settlement options, and, in 
many instances, initial guaranteed low gross premium as opposed to 
a higher initial OTOSS premium with the prospect of possible but hot 
onaranteed future dividends. 

However, on the basis of net premium cost alone there is consider 
able variation among the companies, mutual and stock. Appendix II 
lists 5 mutual companies and 5 stock companies selected for the sole 
purpose of showing the variations in net cost to the policyholders. 

It is a short table, and you might be interested in referring to it. 

For the mutual companies, we have taken the gross premium for 
$1,000 of insurance on the whole life plan, issued at age 35 in 1944, and 
determined the net premium cost—gross premium less dividends 
that is, the actual dividends, on the basis of the 10-year dividend 
history of this policy in the several companies covered. In the case 
of the stock companies, we have listed their nonparticipating premi 
ums for the same policy issued in 1944 and, as a matter of further 
information, have shown the premium for the same policy at 1954 
premium rates. 

It will be noted that the difference in annual net cost per thousand 
is highest among the mutual companies shown, the greatest difference 
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amounting to $2.97. Among the stock companies listed the greates 
difference in the nonparticipating premiums on 1944 issues amounted 
to $1.46 and on 1954 issues, $1.55. The figures also show that som: 
mutual companies have had a net cost on 1944 policies lower thar 
the nonparticipating premium of all stock companies shown, while 
other mutual companies have had a higher net cost than the premiun 
of any stock company shown. The pattern of net cost, therefore, is 
one of relative competition and not precise equality. It is our firn 
opinion that these relative competitive positions would not be ma 
terially influenced if stock life-insurance companies are taxed on thé 
basis proposed in the Acacia plan. 


STOCK LIFE-INSURANCE COMPANIES IN RELATION TO OTHER CORPORATIONS 
ORGANIZED FOR PROFIT 


This is the second aspect of the question of whether a distinction 
should be made between stock and mutual life-insurance companies 

The shareholders of stock life-insurance companies have a uniqu 
and preferential tax position markedly increasing their capacity t 
earn profits as compared with the shareholders of any other financial 
institution or other strictly commercial enterprise. 

Appendix IL], including tables 5-8, illustrates the extraordinary 
favored tax position of the stock life-insurance companies. The tables 
cover the 25 largest stock companies doing business in the District of 
Columbia, for which fairly complete information was available to us 

Again, as in the case of mutual companies, this was taken from 
the annual statements on file with the Superintendent of Insurance. 

They show that the amount of taxes paid by these 25 companies 
under the 614-percent formula, compared with the amount that they 
would have paid had they been taxed like any other privs ate profit 
corporation, varies for the > vears 1951-55 from 2 low of 2 2 percent to 

high of 68 percent. The 25 companies as a whole paid for those 
% years but 33 percent of the amount of taxes that they would have 
paid at the normal corporate rates on their total net income—with a 
consequent profit to them and loss of revenue to the Government of 
$159.5 million. 

The tax laws and those who argue for continuation of the status 
quo may ignore the differences between mutual and stock life insur- 
ance companies, but taxwise investors do not. Hundreds of new stock 
life-insurance companies have been formed since World War IL. 
There has been a distinct boom and substantial advance in the prices 
of shares of life-insurance companies in the past few years. The 
market values of shares of a number of companies have advanced 300 
to 500 percent and more since 1951. Outright purchases of all 
controlling interests of life-insurance companies by investors having 
no previous life-insurance experience are further indications of this 
trend. 

Of perhaps greater significance, however, are the reports in recent 
years of the organization of new stock life insurance companies: fol 
the obvious primary purpose of taking advantage of the tax-savings 
feature under the present law applicable to such companies. Refer- 
ence is made to a number of these situations in the staff report. 

These situations exist and may be expected to increase so long as 
stock life insurance companies are taxed on the identical basis with 
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utual life insurance companies, providing for their investors a 
referential tax position probably unmatched in any provisions of the 
ix laws affecting private profit enterprises. 

Growing significance of stock companies: In 1921, when the stock 
fe-insurance conipanies were blanketed into a tax pattern prefer 
ntial as to them primarily because its underlying theory is related 


» mutual companies, the stock life-insurance oon inies apparently 
epresented a relatively small part of the overall picture. Today the 
tock companies represent ah mcreasing pere ehntage of the total hum 


er of life-insurance companies in the United States—85 percent at 
he end of 1953. They : ilso have a continuously 1 ee ee 
if insurance in force, admitted assets, and surplus funds of all United 


states life-i Ihsurance companies, They are a large bs private 


srofit business. 

During the 10-year period, 1943 through 1952, stock life-insurance 
ompanies operating in this country distributed ‘sabe tantial cash and 
tock dividends to their stockholk le rs and in addition materially in- 
reased their surplus funds, which funds, ,of course, belong to the 
stockholders. The total figures for all stoek companies for the 10-year 


Cash dividends to stockholders___ $298, 770, 680 

2. Stock dividends to stockholders LSS, 403, 280 
». Inerease in surplus and contingency funds (which belong to 

stockholders ) 1, 002, 000, 000 


+. Total of cash and stock dividends to stockholders plus increase 
in surplus and contingency funds belonging to stockholders 1, 489, 173, 910 

Mr. Curtis. May I — that figure just a minute ? 

Mr. Scumuck. Yes, s 

Mr. Curtis. You andaitind: of course, in the various court cases, 
where stock companies have become mutuals, the surplus and con- 
tingency funds were split considerably and it was found that a cer 
tain portion was to be allocated to policyholders rather than stock- 
holders. I was just wondering if in that figure you are just taking 
the whole increase in surplus and contingency funds and assuming 
that it belongs to the stockholders, or are you giving possible credit 
to this division that would be made. That m: ike ‘s quite a difference? 

Mr. ScHMUCK. There is no credit given, Mr. ¢ ‘urtis, in this. The Se 
are the pure figures. 

Mr. Curtis. Pure figures / 

Mr. Scumuck. Yes, s 

May I point taaaak 3 in aalahaatitel with the argument that has been 
advanced here in that regard ? 

In the first place, I think the figures that went into the record the 
other day were slightly in error, if I recall the figures set forth in 
the staff report. 

In this Western and Southern mutualization which was discussed 
the other day, the stockholders on mutualization received $30 million, 
representing the then capital value of the stock, and an additional 
$10 million out of the surplus. I think those figures are slightly 
different. 

Mr. Curtis. What was the total surplus? 

Mr. Scumuck. The total surplus was $26.8 million, so that there 
was left to the mutualized company $16.8 million. 

Mr. Curtis. So they got $10 million out of 26. 
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Mr. Scumvuck. At that time, let’s say, roughly $() percent, I woul 
Say 7 the neighborhood of 40 percent. But, may | point this out. 
Mr. Curtis, that that taken by itself is an unrelated fact. Previously 
seh stockholders had transferred from earned surplus to themse lve 
through the vehicle of stock dividends, $29.9 million of the $30 millio 
capital stock at the time of mutualization. 

Mr. Curtis. But in your figure you have an item for stock diy 
dends ¢ 

Mr. Scumvuck. That is right. 

Mr. Curris. I am trying to figure out, because as you go on wit! 
ee you then conclude that 8 percent, you are trying to point out th 

“arnings on the stock that would go to the stockholders. 

The only reason I raised the point is certainly that total amount 
of surplus and contingency should not be attributed to stockholders, 
even in this case it should be 40 percent, and maybe the average woul 
be higher or lower, but it certainly is only a percentage of that 5 
billion figure. 

Mr. Scumvuck. I do not think that you could predict what would 
be done with this surplus, Mr. Curtis, for the reason that I was trying 
to bring out; that you have no way of telling at this moment to what 
extent profit reflected in the surplus accumulations currently made 
will be diverted later into stock or ¢ oe dividends, and then, and only 
after that has been accomplished, if at a later time a company should 
decide to mutualize, only out of ea balance of the surplus then re 
maining would an apportionment be made. 

I do not think there is any way, at least I know of no way that you 
could predict that. But the validity of the facts still remain that, 
first, as far as we can determine, before mutualization, of this com 
pany at least, and I am not too familiar with any general trend of 
mutualization of the companies, but as to this company, first there 
had been the pattern of taking substantial blocks of profits from the 
operation of the company, paying them out in $34.6 million of cash 
dividends, next transferring another block of profits from surplus 
account to capital account, $29.9 million. At the end of a period of 
time, when they decided to mutualize, they again tapped the profit 
in the surplus account another $10 million. Thus, the stockholders 
took out profits of $74.5 million against the $16.8 million left in 
policyholder surplus for the mutual company. poe L believe, is 
a Vi _— and a typical picture of the operation of a stock company. 
If it were not so, I think there is no reason why men would want 
to iene themselves to accomplish the success that they are out for 
in stock companies. Because it is so, there is, in my opinion, a hope 
and a purpose of private profit of a substantial nature that many of 
them have accomplished and will accomplish. 

Mr. Curris. The data is valuable, and all I was trying to deter 
mine was how much weight should be given to the data and what 
its significance was. 

One figure that we do have is the rate of dividends that stock com- 
panies pay which, as I understand it, on an average is pretty low. Of 
course, this estimate here is throwing in the capital gain, which, of 
course, may be and usually is, over a period of many, many years. 

, from an investor standpoint, in fact, it is question: able whether or 
not f the investor might ever realize on this his possible share from the 
surplus and contingency funds. 


i 
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I have enough for what I wanted. 

Mr. Scumuck. Thank you, sir. 

During the same period, these stock companies paid approximately 
$117 million income taxes, less than 8 percent of their dividend distri 
butions and surplus accumulations; and, I may say, in passing, less 
than 25 percent, as I see it, of what was cert: Linly determined by them 
to be their realized profit in the amount that they paid out in cash 
dividends, and niteiwind to capital account in the form of stock 
lividends. There has been a lot of discussion of the theory in that 
regard. 

Mr. Curris. Incidentally, | thought that the feure was there, the 
total capitalization of these companies. 

That figure is not in here; is it ? 

Mr. Scumeck. No, sir; it is not. 

Mr. Curtis. Of course, 9 at is an important figure to consider, too. 

Mr. Scumuck. Yes, s 

Tax rates on net income of 8 tock life-insurance con panies, 1949 J 
(sa final portion of the analysis of stock-company figures, we ap p slied 
the approximate taxes paid by the stock life-insurance companies in 
1949, 1950, 1951, and 1952 against their total net income before taxes. 

The results are as follows: 


Again, these figures demonstrate the substantial loss of tax revenues 
to the Government because stock life insurance companies are not 
taxed on the same basis as other proprietary corporations. 

For the stock life insurance companies, their stake in the determina- 
tion of the tax formula applicable to them is large. The tax prefer 
ences they enjoy have been extremely favorable for their owners. 
Their dividends record throws into sharp question the loudly asserted 
claim of the stock — anies that their favored tax position is a con 
tinuing necessity to permit building surplus accumulations for the 
protection of their pat oon vholders. So does the record of what may be 
realized by the shareholders upon mutualization or sale of a stock lif 
insurance company. (Staff report, pp. 8 and 28.) The growth in 
market value of their stocks and the rapid organization of new com 
panies both for legitimate life-insurance operations and for tax avoid 
ance purposes raises further doubt as to whether surplus accumula 
tions are for the benefit of policyholders or are in fact profit of stock 
holders. There is no apparent reason why they should not be taxed o1 
the same basis as any other private profit corporate enterprise, includ 
ing all other types of stock insur: nce companies. 

It is for all these reasons that Acacia has proposed that consideration 
be given to taxing stock life insurance companies on their total income 
_ result of such a formula would be: 

A tax on these companies on a basis consistent with the purpose 
of ken eaies the profit of their stockholders: 
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2. A tax based on ability to pay on the same basis as applies to 
other private profit stock companies; and 
A tax which would reach all of the taxable income of the sto 
companies. 
CONCLUSION 


There is implicit in the foregoing analysis our opinion on a number 
of the tax bases listed in the subcommittee’s notice of these hearings 
In brief summary, Acacia’s position is as follows: 

We believe that free interest, or free investment income, on a 
company-by-company basis is the proper and reasonable taxable in 

come of a mutual life insurance company. 

2. We believe that any averaging formula, whether purportedly 
based on free interest or on gross investment income, or I may say net 
investment income, and also the suggested approach based on viewing 
investment income of the companies as income taxable to the policy 
holders, are all improper and objectionable as tax bases. None of 
these recognizes the absolute necessity that the investment income of 
life-insurance companies must first be applied to the satisfaction of 
reserve and other policyholder interest requirements. All of them 
would result in distortions and discriminations in the resultant tax 
impact upon the companies because they fail to take account of major 
differences in the contractual requirements and operating results of the 
various companies. 

We believe that total net income is not a proper base for the 
taxation of mutual life insurance companies, but that, because stock 
life insurance companies are commerial enterprises operated for the 
private profit of their shareholders, stock life insurance companies 
should properly be taxed on this basis. 

Mr. Mituis. Mr. Chairman? 

Mr. Curtis. Yes. 

Mr. Mitts. Mr. Schmuck, just for the record, what do you mean to 
be the difference between free investment income in the case of a mutual 
insurance company and total net income in the case of a stock insurance 
company ¢ 

Mr. Scumvuck. Mr. Mills, the discussion that I have heard of the 
total net. income approach for a mutual company is that the total net 
income would constitute for a mutual company its addition in a given 
year to surplus. 

Mr. Minus. Its addition in a given year to surplus? 

Mr. Scumuck. Yes, sir, and in that sense the phrase is used in this 
report. I may say that in my judgment, as was discussed earlier, if 
consideration were to be given to that approach for a mutual emu, 
[ think there would be considerable room for an exploration of : 
proper definition of total net income which would take care of con 
tingencies and any other necessities arising out of the operation of : 
mutual company. 

Mr. Mixxs. Does that mean the additions to surplus before the pay- 
ment of dividends to stockholders? 

Mr. Scumuck. In a mutual company, sir 

Mr. Miuus. I mean in the case of a stock company. 

Mr. Scumvuck. In the case of a stock company, yes, sir. 

Mr. Mitus. Total net income means the additions to surplus? 

Mr. Scumvuck. Before dividends to stockholders, 
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Mr. Mitts. Before the payment of any dividends to stockholders ¢ 

Mr. Scumuck. Yes,sir. In other words, the general proposition is 
dvanced to your committee that these are the same as any other type 
f stock company after they have passed the point of their life insur 
nce operation and their results pass over to the other purpose of their 
ganization, which is the creation of profit for their shareholders. 
uur Opinion, at that point, they become the same as any other stock 
orporation, which is. of course, taxed before dividends Lo stock 
iolders. 

Mr. Mitus. That would put stock insurance companies in about the 
ame category as commercial banks? 

Mr. Scumuck. I am not familiar in detail with that. I know that 
sanks are taxed on a basis that reaches their additions to s irplus, pul 
just how that operates, I am not sure. 

Mr. Mitus. It approximates that position, anyway 

Mr. Scumuck. Yes, sir. 

Mr. Mitts. Stock companies are not in favor of this approach ? 

Mr. Scumuck. I have been led to believe that there is none of then 
hat is for this approach, sir. 

Mr. Curtis. ap ae 1uck, I want to direct your attention to the 
ommittee report, or r ather the staff statement on page 40, where they 
discuss term Insurance business, and my comment is this, as to whethe: 
or not this is a field where this tax formula might be preferential. 
Just reading it, starting it off, it says: 


/ 











In the ordinary types of term life insurance there is only a small savings 
element and thus very little net investment income 

Inasmuch as that is so, of course, any company writing a large amount 
of term insurance under the formula that we might adopt and has 
been adopted and passed, there would not be a great deal of tax. 
There have been arguments, as is pointed out in this study, that pos 
sibly some tax ought to be imposed upon this type of doing business, 
and similarly, if it were imposed on the stock companies, that it should 
be passed on to the mutual. 

1 was handed a table given to me by the staff, which indicates, fon 
example, that we are not just talking about an academic matter. 
Aetna, Occidental, and Travelers, stock companies—for Aetna 79 
percent as of the end of 1955 was in term and group. Occidental 
was 75 percent, Travelers 78. Of course, if this is so, they would 
not be paying a proportionate rate at least if we use the amount of 
business being done as a measure. 

1 wonder if you have a comment on that? I notice you do refer to 
the health and accident picture, but I wonder if you have anything 
on the term insurance ? 

Mr. Scumvuck. We had not attempted, Mr. Curtis, to cover muc} 
of this detail, for one reason, because we felt that some of it is im 
plicit in the position that I have attempted to advance here today 

As to the term and group business, obviously if a total net in 
come approaches to taxation were taken in the case of the stock 
companies, that would automatically resolve that issue, because the 
profits from term or group business would automatically reflect itselt 
in their total net income. 

As to the mutual company, it seems to me that the question of 
whether a tax could be imposed with respect to term or group busi 
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ne ss done by suc he ompi anies woul lL de spe nd on whe the sr you are going t 
abandon the previous conception of what is the proper base of «i 
termining the taxable income of a mutual company. 

If that conception is continued in the law, then any margins that 
may exist mn the premium that a mutual company receives for ten 
insurance, for example, are a part of the premium deposit and the 
purpose at least, and to the extent that I think Mr. Crippen indicated 
earlier, the actual effort would be that ultimately those margin 
would be returned to the term policyholder, who does receive diy 
dends. 

So that, from the standpoint of the mutual company, I do not fee 
that the question IS pertinent at least within the scope of the case 
we have presented 

It will become pertinent if the committee agrees to abandon thi 
traditional concept of taxing the mutual company on other than 
investment income base. 

Mr. Curtis. Of course, it is advanced in this study only on the con 
petitive basis. In other words, if the stock companies were to be 
taxed, well, I will read the quotation: 


\ 


It is also argued that to the extent that mutual companies retain unde 
writing income on term business, their competitive advantage from untaxed il 
come also requires a supplementary tax. 

I am reading on page 41, at the end of that first paragraph. | 
think you have answered that. 

Now, the basic question I want to ask is this: You point out thes 
earnings of the stock companies that accrue to the stockholders. As 
near as I can study the theory on taxing the mutuals and the stock 
companies equally it is that competition washes that out and that after 
all sales arguments and this and that can make a difference one yeat 
and the next but I suspect over a period of time, particularly in a 
highly competitive field which I think everyone agrees life insurance 
is, that price will have a direct bearing. 

Now, if the stock companies, as a whole, have been making these 
gains for their stockholders and yet have been able to compete su 
cessfully with the mutuals, where has the equivalent gain that the 
mutuals have been making gone? 

That is one reason that has given rise to a question that has been in 
the minds of some of the committee members: as to whether or not 
the revolving funds that have been built up over a period of years 
whereon the enlarged business of the mutuals has been based, is not 
that the very fund that is the equivalent of the fund that the stock 
companies have been able to earn, you might say, for their 
holders ¢ 

Mr. Scumuck. This is not a new question, and [am going to ask Mr. 
“aia to take it, if you do not mind. 

Mr. ¢ ‘ RTIS. We would be glad to have him do so. 

Mr. Cripren. The question that you asked, Mr. Curtis, as I under 
ile , deals with the fact that by and large over a period of time 
the ocumnvanitide premium rates of the stock companies have been 
competitive with the actual net costs of the mutual companies, with 
the accompanying question as to why in that event—why since the 
stock companies have been able to make the profits that we have shown 
have been made, what does that mean so far as the corresponding 
margins for the mutual companies are concerned, is that right? 


stock 
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Mr. Curtis. That is it. 

Mr. Crrpren. Well, that is a very interesting question. 

| would Say this: that there are variations, of course, over a pel ou 
‘f time between the nonparticipating premium rates charged by life 
surance companies, by stock life-insurance companies, and the actua 
et costs of the mutual companies ; that for poli les Issued at certa 
periods of time, as has been shown in the exhibit that we included, the 


be greater than t 


et cost of the mutual company could turn out to 
onparticipating premium of the stock company. 

At other periods of time, the net costs of the mutual compan 
ould be the reverse. 

Now, so far as the total profits of these stock compa 

erned, I don’t think that this quest on Of yours could be 
ompletely and satisfactorily unless an analysis were mad 
sources of these profits as to types of business. By that [me 
fically,as an example, that a number of the stock companies that ha 
peel quite profitable to their stockholders have had a | 
portion oft industrial business on their books, ind Wh some Cases 
ndustrial business has been a source of considerable profit to f 
company, Which has, in turn, been turned over to the stockholden 
either in the form of a cash dividend or a stock dividend. 

Mr. Curtis. Now the industrial field is not a field that 

live gone Into ¢ 

Mir. Crrerpen. Oh, ves, the mutuals are in the industrial field. as 
true with respect to stock companies. It is not exclusively one or t 
other. 

Mr. Curtis. That is what I thought. So, you see, you still have the 
competitive basis. As long as there is compet tion in this thin 


washes out, but go ahead: Iam sorry to interrupt. 

Mr. Cripren. As I say, 1 think that, to give a complete : 
and correct answer to youl question, it would require the a ) 
type of business to see where all of these profits have come from 1) 
these different companies. We do know that, with respect to some 


of the stock companies that we have studied, specifically as to 


development of their profits over the years, that) they have had 

industrial business whi h could be ana has been a source of proht 
Mr. (CURTIS. Let me Interrupt awevaln. | don't see where that would 

make much difference unless you got a field in which the mutuals were 


not competing. Because what I am saying is, in effect, that if the 


stock companies have been able to compete with the mutuais and 
yet made this amount of money for their stockholders there is ar 
equivalent amount of money somewhere that is in the hands of the 
mutual management. 

Mr. Cripren. I think one thing is very true with respect to thi 
matter of competition, and that is that there is more competition as 
to costs in the ordinary field of life insurance than there has been 
in the industrial field because of the way in which the industrial i 
surance is sold, and the type of people to whom the industrial busines 
is sold. 

Mr. Curtis. Is what you mean that the stock companies are able 
to figure it out better than the mutuals / 

Mr. Crreren. No. I meant that the stock companies as a rule have 


developed their industrial business in certain fields and under con 
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ditions whereby they have been able to make greater profits propx 
tionately from the industrial business than they would from ordina 
b usin eSs. 

Mr. Curtis. Why couldn’t the mutuals do the same? That is t} 
point. 

Mr. Crivpen. Well, the — I am trving to make—apparently n 
very satisfactorily—is that, to refer back to your question of thi 
fact that there has been a relative equality in the nonparticipatir 
premiums of the stock companies and the net costs of the mutua 
companies, I think that that equality has been on the ordinary busine 
and that it has not been true with res pect to the industrial busines 

Mr. Curtis. ‘That is why I then directed your attention to, or aske 
you if there wasn’t compet ition in these other fields, and I belies 
your answer was that there is. I am predicating the whole thesis o 
the proposition that if the Government provides an atmosphere wher 
there is free competition—it is just a personal belief of mine—that 
that is the best way that the Government can regulate anything. An 
as long as we have provided that free competition—if you came uy 
and said there wasn’t, for some reason or another, this free compet 
tion then it would make sense. But apparently there is. Mutual 
have a perfect privilege and ability to go into these same fields. Ther 
is not anything peculiar about the stock companies’ formation tha 
would permit them to compete more successfully in those fields against 
mutual concerns. 

For clarification, would you describe what you mean by industria 
life? Is that individual insurance? Are you talking there mor¢ 
of group or are these the small policies where they pay weekly 

Mr. Crippen. Yes. What I was referring to in that connection, 
Mr. Curtis, was what has been known in the past as the weekly pr 
mium type of insurance where the amounts are small and pre alee 
are collected weekly or relatively frequently from the policyholders 

Mr. Curtis. I have heard, purely by the rumor source, that a great 
deal of the profit, if there is such in that, comes from the surrender of 
policies. But I don’t quite see how that would enter into the matter 
inasmuch as they are on equal terms. 

Mr. Cripren. That would enter into the profits of the companies i! 
the surrender terms in the stock policies, for example, were not as 
liberal as those in the mutual policies. But I don’t know that that 
would, generally speaking, provide for any great difference. 

What I was trying to say is this: Referring again to your eon 
of competitive situations and the competitive premiums of the stock 
company as compared with the net costs of the mutual, the figures that 
we have quoted and the statements in general have referred to th« 
competition in ordinary insurance. They have not referred specifi 
cally to how the premium rates for industrial insurance compare a 
between the stock companies and the mutual companies. 

There is one other factor which I think is important as indicating 
an additional source of profit to the stock companies. eer 
speaking, as you know, the ratio of surplus held by the stock com 
panies to the assets of the stock companies is considerably higher tha 
the ratio of the surplus of mutual companies to the assets held by mu 
tual companies. Now those surplus funds are all put to work and earn 
interest, which means that, since there are no reserve requirements for 
the interest earned on the surplus funds, it is all free interest and thus 
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sa greater source of interest earnings for the stock company that 
wr the mutual company because of this greater relative surplus tha 


the stock companies ey as compared with the mutual. 


I think that another thing may be true, and this is something that 
will advance purely asa possibility because I am not in a positio1 
vy that it is true or that itisn’t. But I do know that, generally speak 

ig in mutual companies, as they have liberalized the provisions i 
their policies with respect to the benefits provided and so forth, that 
they have tended to make those liberalizations iaatiee: with respect 
wstbrne tanding polici ies, whic h, of course, would cost them mone V. I 
may be that the stock companies on their nonparticipating pol 
have not been as liberal in that respect. 

Mr. Curtis. If that were so that would show up in competitiol 


sooner or later. In other words, if your mutuals used this mone, 
the equivalent funds, which I am supposing, to ieee or for the 
benefit of the policyhol ler, then you wou ld have tha saute it a very 


4 


lice competitive advantage ove ‘the stock companies: wou ide’ t vo 


I don’t see how you escape the proposition as long as you have free 
he If one outfit doing business on a stock basis makes tre 
mendous profits and they are competing with each other over a pe 
of time, you are going to have similar funds somewhere in the mut 
form of doing business. Otherwise you would not have a 


companies on a competitive basis. 


t 


Mr. CrrIPren. If | might extend my remarks somewhat on this n 
ter, on the cost of liberalization of benefits. 1 woul id like to point out 
that what I was referring to was that when a mutual company change 


its new policies it often liberalizes its provisions as to existing policies 

Mr. Curtis. I appreciate that, but as vou do it for the future the 
your salesmen will go out and use that as an argument as to why you 
gain a tremendous advantage from buying from a mutual because 
you might have liberalization. And, in fact, that is an argument they 
use. But if you could demonstrate it SO soundly vou would De at 
tremendous competitive advantage, L would think, against a stock 
company. 

Mr. Crreren. It may be true. I don’t know as that would be such 
an advantage in selling as you would imagine. A mutual company, 
I think, for the most part, would make such liberalizations retroac 
tive from the standpoint of equity between all of the policyholders 

There is one further point that I would like to make in this co1 
nection, and that is that in coming to a conclusion on this I think that 
vou need to take into consideration what these profits of the stock 
companies mean per thousand dollars of insurance in force, and if 
vou do that vou would find that the profits, shall we say—if you tak 
these figures, for examp le, that we presented in our ee showing 
the cash dividends, stock dividends, and the inerease in surplus ! 

capital funds, and divided those by the average amount of insuran 
in force in the stock companies during that 10-year period you woul 1 
find that that represented a relatively small figure per year per thou- 
sand of insurance in force. I don’t have that figure readily available 
but I would like to furnish you a supplementary statement 
what that would amount to. 

Mr. Curtis. We would be happy to have 

Mr. Cripren. I think _ is very import: int because when we 
at these figures in terms of a billion and a half dollars 
55766—55——25 
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tremendous, as they are, but when we relate them to the amount « 
insurance in force and how much that meant per thousand of su 
insurance per year it will show you that the margin is not as wide a 
you _— have imagined it would be. 

Mr. Curtis. Let me see if I get your point. 

Sup he a stock company with 100 shareholders had a profit of 
million dollars. That would be divided among 100 while the san 
equivalent in a mutual is divided among, say, 100,000 policyholder 
That would be what you are saying. Is that correct / 

Mr. Crreren. That, you might say, is the opposite phase of wha 
I am trying to point out. | am trying to point out this, that, whil 
the profits made by the stock companies, as we have pointed out, havi 
been tremendous amount wise and while they would be large from thy 
st: indpoint of the stockholders involved, if you measure, shall we say, 
that profit in terms of the contribution that each thousand dollars of 
that insurance in force made each year to those profits you would tind 
that the contribution per thousand per year would be relatively smal 
And those are the tf figures I would like to present to you inase parate 
statement. 

Mr. Curtis. Yes: we will be glad to have them. 

Mr. Minus. Mr. Chairman / 

Mr. Curtis. Mr. Mills. 

Mr. Minus. Mr. Schmuck, I didn’t quite finish a moment ago. 

If this total income procedure, in your opinion, is a satisfactory 
method of taxing stock semen: why couldn't we avoid all of this 
question that appears to be in Mr. Curtis’ mind about the mutuals by 
applying the same rule to the mutu: “e as we would apply to the stock 
companies’ If we tax stock companies on the basis of what they put 
into surplus why couldn't we tax mutuals on the same basis ¢ 
you don't believe in it. LI want to know why. 

Mr. Scumuck. I have no question in my mind, Mr. Mills, that a 
total net Income basis could be worked out for the mutual companies. 

Mr. Minus. It could be worked out ? 

Mr. Scumuck. Yes, sir. If you ask me that question I must olive 
vou that answer. It can be worked out. I think we have come a long 
way since 1919 and 1920 in our 


I know 


knowledge of the tax law. and the 
technicalities and the method of e xpressing the basis for the imposition 


of a tax. But I can only repeat to you, in answer to the substance 
of your question, what I said earlier today, that, if it is determined to 
examine the total net income approach for the mutual company, then, 
as a necessary prelude to that determination, there must be an agree- 
ment to abandon the traditional concept that the mutual company, 
being a cooperative, will not have its tax measured by the 
standard as will apply toa private profit corporation. 

Mr. Mitis. We would need, if the total income approach should be 
seriously considered for mutuals, to exempt from that the amount that 
is paid in dividends to the policyholders. 

Mr. Scumvuck. We would certainly think so; yes, sir. 

Mr. Mitts. You would exempt that? 

Mr. Scumuck. Yes, sir. We think that if that approach were used 
they should have as a deduction any dividends that they pay to partici- 
pi ul Ing police) vholde rs. 


Mr. Mason. In cash ? 


same 
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Mr. Scumuck. Not necessarily, Mr. Mason. I think that under the 
resent State regulatory methods, by and large, dividends allocated 

wlicyholders are received by them at one time or another. 

Mr. Mitzis. What would be the situation if you did apply this total 

come approach to mutuals and did exempt from the tax base the 
mounts paid to the policyhol lers! Would the tax liability of 
uutuals be higher, greater than it is now, or less than it is now ¢ 

Mr. SCHMUCK. We have not checked that for the mutuals. Of] 
and I would guess that their tax liability would go higher. That is 
ibject to a lot of ifs and ands. We can run a check on a repre 
sentative group of colipaniles if you would desire, using total net 
come as an addition to surplus. 

Mr. Miuus. I would like some information as to how it would affect 
the companies taxwise, if it is not asking too much of you. 

Mr. ScuMUCK. No, sir. I think we can pur that togethe1 at least 
for enough compaiies so it would be fair cross-section 

Mr. Minus. Should there be any other modifications of the veneral 

ile in respect to mutuals / 

Mr. Scumuck. Yes, sir. I would say that consideration would 
have to be given to other modifications, 

One thing that comes prominently to mind, of course, is the adjust 
ment that was made with respect to the mutual savings banks when 
Congress gave recognition to the fact that imposing a tax on those 
banks on net income, as prescl ibed by the formula laid down, could be 
a danger to the banks if provision were not made for the establishment 
of an adequate reserve against losses. In my opinion, it would be 
necessary to carefully explore the necessity for a comparable adjust 
ment with respect to the mutual life insurance companies were it dete1 
mined to Imi pose the taxes on them on a total net income basis. 

Mr. Mitts. Wouldn’t the stock companies be entit 
treatment in that respect ‘ 

Mr. Scumuck. I think this, Mr. Mills: again there is the proble 
of hav ing access to the heures of all of the « sa es in order to make 
a definitive statement, but, as a general } proposition, [ would say thi 
if it ap pears thi: at the stoe k companies woul | require as mil ir adjus 
ment mn any formula prese} ibed for them, that idjustment certa 
should be made. 

Mr. MIULLs. The sume dangers are inherent in the total income an 
proach, I should think, in either case, the mutual or the stock company. 

Mr. ScuomMvuck. | think the same possib lities eXISTt, and certainly 
should be examined to determine whether they are realities, and, 11 
they are, adjustments should be made, ves, Sir. 

Mr. Miuus. But it is possible to determine the income of e 
mutual or a stock compa iv for purposes of this approach on a c 
pany -by company basis 

Mr. Scumuck. In terms of the definition that we laid out w 
respect to a mutual company, ves, sir. 

Mr. MILLs. But it would ; iso : ipp rly to stock compal es 4 

Mr. o HMUCK. Yes, sir 

Mr. Curtis. Are there any further questions / 

Th: -. you very much, Mr. Schmuck. 

As to the various documents you are to submit for the record, if you 
can get them in by Friday evening we would appreciate it. 
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Mr. Scumuck. We will do our best to meet it. In fact, we will mx 
the deadline. 
(The follow ing appendixes were submitted fo) the record 


APPENDIX I. Tax ANALYSIS, 25 Murvuat Lire INSURANCE COMPANIES, 1951 
(INCLUDING TABLES 1 THROUGH 4) 


Tables 1 through 4 analyze for the taxable years 1951, 1952, and 1953 the 
situation of the 25 largest mutual-life insurance companies admitted to do bu 
ness in the District of Columbia. These analyses are based on informati: 
shown in the annual statements of the companies concerned, required to | 
filed with the Insurance Department of the District of Columbia. To an exte 
they are approximations because the precise detailed information necessary 
reproduce the actual tax situation of each of the companies involved is cont 
dential information available only to the Internal Revenue Bureau. Neverth¢ 
less, we do know that the figures are substantially accurate both in the aggrega 
and with respect to the individual companies, for we have had opportunities ir 
past years to test the figures resulting from our methods of calculation agai 
the actual reported income tax payments of the companies. 

Tables 1, 2, and 3 cover the taxable years 1951, 1952, and 1953, respectively, t! 
3 years for which the 64% percent formula has been effective. In these tables 
column 1 shows the tax which each of the 25 mutual companies would have pai 
had it been taxed at the regular corporate rates on its own free interest. Colun 
2 shows the tax for each company computed in accordance with the 6% perce! 
flat tax formula. Column 8 shows the dollar difference between the 64 percent 
flat tax formula and the tax which would have been paid on free interest 
Column 4 shows the ratio of the tax paid on the 6% percent flat tax formul: 
(column 2) to the tax which the company would have paid on its own free inte 
est (column 1). 

Table 4 is a composite and combined table covering for these 25 companies 
the 3 years, 1951-53. In table 4 there are laid next to each other for each of 
the 3 years, first, the dollar differences between what the companies paid under 
the 644 percent formula and what they would have paid on their own free inter 
est and second, the ratios that these 2 amounts bear to each other, all taken 
from columns 3 and 4 of the first 3 tables. In addition, in the fourth and 
eighth columns of table 4, these data for the 3 years are combined. 
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raBLE 1—Comparative table covering 25 largest mutual life insurance companies 
doing business in District of Columbia showing for taxable year 1951 Federal 
income taw computed at regular corporate rates for each company’s approwi- 
mate free interest and Federal income tax under flat-tar (614 percent) formula 


opolitan 600, OOF 
iential 700, OOK 
litable, New York 13, 200, 000 
Hancock +, 900, 000 
vy York Life 6, 400, 000 
orthwestern Mutual BOO, OOM 
tual, New York .- 600, OOK 
sachusetts Mutual 000, OOF 
ew England Mutual 3, 600, 000 
lutual Benefit. - 000, 000 
enn Mutual 1. 100, 000 
ymnecticut Mutual +, 400, OOK 
ikers, Iowa L, OOO, OOF 
rovident Mutual 300, 000 
tate Mutual. 800, OOF 
veneral American 600, OOF 
National, Vermont 100, O00 
hoenix Mutual 100, 000 ) 145 000 
cla 252, VOI $97, OO 215. 000 
Home, New York 600, 000 g3 { 107. 000 
tuardian, New York 100, O00 ( 73 O00 
Minnesota Mutual 200, 000 9 ( 26. OO 
Fidelity Mutual 100, 000 209, 000 
Berkshire 200, 000 ) 41.000 
Security Mutual 100, 000 { 1 1) 


Total, 25 compar 


Excludes t 
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TABLE 2 Comparative table covering 25 largest mutual life-insurance compa) 
doing business in District of Columbia showing for tavable year 1952 Fed: 
income tax computed at regular corporate rates for each company’s appro 
mate free interest and Federal income tax under flat-taxr (644 percent) formu 


A pproxin 4 ie Differs 


ix 
formt 


] 


000, 000 uM a4 wn) 
500, 000 { 000 ), OOO 
300, O00 2 000 1 O00 
414), OOO t O00 R O00 
. 700, 000 50, 000 12, O40, 000 
200, OOO O00 4, O00, OOO 
900, OOO 40, OOO 570, 000 
100, 000 2 wn 1.2 O00 
700, 000 mn 9 70. OOO 
. 500, 000 730, OO1 1. 770. 000 
200, 000 000 OOO 
000, 000 7 On 2 O00 
900. 000 1. 180. 000 7 000 
100, 000 1, 350, 000 5 OOO 
200, OOO O00 70, OOO 
800, 000 000 390, 000 
National, Vern it 100, 000 000 A), OOO 
Phoenix Mutual 300, O00 | O00 140, 000 
Acacia 469, OOO 550, 000 81.000 
Home, New York 800, 000 000 260, 000 
Guardian, New York 900, 000 0. OOO 250, 000 
Minnesota Mutual 100, 000 000 40, 000 
Fidelity Mutual 200, 000 000 240, 000 
Berkshire 300, 000 000 40, 000 
Security Mutual " 100, 000 000 60, 000 


000 


health busines 
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LE © Comparative table covering 25 largest mutual life-insurance compan 
jing business tn District of Columbia showing for tarable year 1953 Federa 
neome tax compute dat regular corporate rates for each company s approri 


tte free interest and Federal income tax unde Aiat-t 6 percent formula 


lita New Y 
Hancock 
vy York Life 
thwestern Mutua 
tual, New York 
whusetts Mutual 
vy England Mutual 
ial Benefit 
Mutual 
necticut Mutual 
kers, Iowa 
lent Mutual 
Mutual 
i] Americ 
mal, Vermont 
nix Mutual 
cia 7. 000 
me, New York 9100, 000 
juardian, New York LOO, OOF 
Minnesota Mutual 400, OOO 
Fidelity Mutual. -. 300, 000 
rkshire 300, 000 
urity Mutual 200, 000 


Total, 25 companie 


Excludes tax on accid 
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APPENDIX II 


Illustrative variations in net participating and nonparticipating premiums, whole 
life age 35, $1,000 insurance 


Mutual companies 


iross premiums on policies issued 
in 1944 less average dividend 
actual dividend history 


National Life, Vern 


Bankers Life, Iowa : American Nat 
Texas 

Metropolitan, New York 2 Kansas Cit 
souri 

Guardian, New York 2. 47 Lincoln 


ina 


New York Life 2 lravelers 
Difference between highest ? 
and lowest 


APPENDIX II]. Tax ANALYSIS, 25 SrocK LIFE INSURAN«: 
INCLUDING TABLES 5 THROUGH 8§& 


The data in these tables has been compiled in the mannet 
pendix I, 

Tables 5, 6, and 7 cover the 25 largest stock life in i 
business in the District of Columbia for the taxable years 1951, 1952, and ; 
respectively. Column 1 of these tables shows the net income of these compa 
nies from all sources before taxes and is compiled from the annual statement 
reports of their increase in surplus plus reserve strengthening plus income taxes 
accrued plus dividends to stockholders. Column 2 of these tables shows the 
amount of taxes for these 25 companies if they had been taxed, as is any other 
private profit corporation, on this net income at the regular corporate tax rates 
Column 3 shows the amount of taxes under the 6' percent flat-tax formu 
applicable in those years to all life-insurance companies. Column 4 shows the 
resulting tax savings in dollar amounts as compared with the taxes these compa- 
nies would have paid if taxed on the basis of their net income at the regular 
corporate tax rate. Column 5 shows the ratio (percentage) of the actual taxes 
to the taxes on the full net income basis. Column 6 shows the 
which these stock companies actually were taxed on their nm 
in column 1. For comparison the regular corporate tax rate 
footnote. 

Table 8 is a composite and combined table cove ng for these 
the 3 years, 1951-53. The first grouping in table 8 lays next to ea 
dollar savings in each of the 3 years realized by these companies as 
of being taxed under the 6% percent formula instead of being taxed 
corporate rates on their total net income. The last column in this first 
ing aggregates the savings for the 3 years. The second grouping 
each of the 3 years and then combined for the 3 vears the ratio 
paid by these companies under the 61% percent formula to what would 
payable on their total net income. The third grouping shows for ea 


years and then combined for all 3 vears the ratio of the Federal income tax 
these companies under the 6% percent formula to their total net come: in oti 
words, the effective rates of tax for these « ompanies } t 


rates for these years are stated in the footnote 
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ILE 5 Comparative table covering 25 largest stock life-insurance con par 


doing business in District of Columbia showing for tarable year 1951 Fede 


mcome tax computed at regular corporate rates on total net income and 
prorimate Federal income tar under flat tar (61% pe reenty) Jorm ila 


> OM) 
000 OOK 
O00 72. OOF 
ow) OO) 
000 0, OM 
000 5, 000 (0K 
WM 5, OO 1, 106, 000 
OOO OO 6), OOO 
583, O00 283, 000 100, 000 
2. 499, 000 254, OOO 245, OOO 
210, 000 5. 000 205, 000 
2, 592, 000 O00 151, 000 
740, 000 , O00 190, OOK 
&12, 000 2, 000 710, 000 
1. 161, 000 2, 000 959. O00 
356, 000 RS, OOO 268, OOO 


60, 034, 000 20, 891, 000 143, 000 


ement repor {i I in surplu 
tock holder 
ind health business 
was 0% percent. 
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PABLE 6.—Comparative table covering 
doing business in District of Columbia shou 
income tar computed at regular corporate rate 


orimate Federal income tax under flat-taa 6 


mpiled from annual 


il i 
accrued plus d 
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TABLE 7.—Comparative table covering 25 largest stock life-insurance companies 
doing business in District of Columbia showing for tawable year 1953 Federa 
income taw computed at regular corporate rates on total net income and ap 
prorimate Federal income tax under flat-taw (614 percent) formula 


Ratio 
Difference Ratio of | tax 
between tax tax in col, 3 t 
in col. 2 and | col. 3 to} net ir 
tax in col. 3 tax in come be 


federal in- | 

come taxat| Approxi- 
corporate | mate tax 
rates on net! under flat- 


income in |tax formula? } oo *- . 
col. 1 co 2 col, 2 fore 


in col 


A pproximate 
net income 
before taxes ! 


lraveler 000 |$22, 7 000 | $9, 000 |—$13, 584, 000 
Aetna b 000 5, 200, 000 , 998,000 | —10, 202, 000 
Lincoln National 000 , 000 2, 275, 000 | , 725, 000 
Connecticut General 000 7, 300, 000 605, 000 -4, 695, 000 
Occidental 10 000 , 000 s , 000 - 20, 000 
American National : 000 , 300, 000 365, 000 3, 635, 000 
Continental Assurance x 000 2, 300, 000 5, 000 ~1, 675, 000 
Union Central s 000 2, 100, 000 , 065, 000 , 035, 000 
Life Insurance Co. of Virginia ;, 000 2, , 000 000 355, 000 
Pacific Mutual ;, 000 : , 000 , 163, 000 37, 000 
Equitable, Iowa 3, 000 : , 000 955, 000 , 000 
Franklin 000 , 000 246, 000 ’, 754, 000 
Northwestern National 000 000 42, 000 238, 000 
Jefferson Standard | 000 3, 000 , 000 2, 000 
Reliance (now part of Lincoln 
National 

Kansas City } 000 , 900, 000 575, 000 

Provident Life & Accident 000 _ 000 411, 000 

United Benefit 7 000 2. 000 410, 000 

Life & Casualty 000 000 330, 000 

Old Republic Credit ‘ 000 , 000 13, 000 

Washington Nation », 500, 000 2, , 000 530, 000 

Southland 000 , 000 340, 000 

Monumental . 000 , 000 200, 000 

Pilot : 000 000 256, 000 

United States Life. : 000 , 000 137, 000 


Potal, 24 companies 188, 200,000 | 97, ,000 | 30,012, 000 


Compiled from annual statement reports of increase in surplus plus reserve strengthening plus inco1 
taxes accrued plus dividends to stockholders 
2 Includes tax on accident and health business, if any 


? Regular « porate tax rate was 52 percent 
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(The following additional statement was later submitted :) 















SUPPLEMENTAL STATEMENT OF EpWARD J. SCHMUCK AND LLoyp K. CRIPPEN 


BEHALF OF ACACIA MUTAL LIF! 










INSURANCE Co. 









Set out below and in the attached appendixes are data which we have | 
able to compile in compliance with requests of your subcommittee made to us 
offers of supplemental information made by us during the course of « 
mony on December 15, 1954, with respect to the matter of Federal 
tion of life-insurance Companies 









mMecome taNX 






















PARI \ GROWTH AND PROGRESS O STOCK COMPANIES SINCI LY 






























The staff report shows that over the period from 1948 to 152 the 
companies have become an increasingly important segment of the life-insurancs 
business. This is evidenced by the fact that at the end of the latter year tli 






business in stock companies represented a larger proportion of the total 
of the industry than at the beginning of the period The question has hee 
raised as to what the relative growth picture has been for a 
Appendix ITV shows the portion of the total insurance industry 
stock companies for specimen years back as far as 1952 

Che study has been made on several bases to avoid any 
dental variation which would be implicit if only 


busine 






longet perior 


represente (i bY 






possibility of acei 
one basis of comparison were 
selected Since each basis, total business in force, new 





business, assets, and 
surplus (excluding capital), shows a consistent pattern of growth, the 


heure 
demonstrate that for the entire period 1932-52 the stock life-insurance companies 


have been growing steadily at a more rapid rate than the mutual companies 

















PART B RELATIVE GROWTH OVER PERIOD FROM 1948 TO 195 


rHAT WERE IN EXISTENCI 








2? OF 25 STOCK COMPANIES 


IN 1952 
















IN 


1948 





AND 














In connection with the statements that have been made both in the staff report 


and in Acacia’s testimony as to the growing importance of stock Companies il 
the life-insurance industry, the question was raised as to whether this has been 
due solely or even primarily to the increase in the number of 
Appendix V shows for various items 






stock companies 
(business in force, new business, and 
issets) the ratios of the December 31, 1952, figures to the December 31, 1948, 
figures for the 25 largest stock companies licensed in the District of Columbia (the 
sume companies as were used in our appendix IIT), for all 
for al 






stock companies 
1 mutual companies and for all companies both stock and mutual combined 
Hlere again, we find that these 25 stock life-insurance Companies, 
stock companies as a whole, have clearly grown over this period at 
rate than the mutual companies 







as well as the 


a more rapid 





























PART ¢ ANALYSIS OF TOTAL NET INCOMI 





APPROACH, 25 MUTUAL LIFE INSURAN( 
1951 








COMPANIES, 















Appendix VI, 


largest mutual life insurance companies admitted to do business in the District 


of Columbia. As in the case of appendixes T and ITT, this analysis is based on 
nformation shown in the annual 


including tables 9 through 12, is an analysis covering the 25 







statements of the companies concerned, re 
quired to be filed with the Insurance Department of the District of Columbia 
Also, as in the case of 






the figures on the other appendixes, these figures are 
approximations, since the precise detailed information 






necessary to reproduce 
the actual tax situation of each of the companies involved is not available to us 

Tables 9, 10, and 11 cover the taxable years 1951, 1952, and 1953, respectively, 
and compare the tax actually paid by each of these companies in these years 
under the 61% percent flat tax formula (including for this comparison the tax 
paid on accident and health business, if any), with the tax that would have 
been paid by these companies if they had been taxed at the regular corporate 
rates on their own “total net income” for the years in question. For the pur 
pose of these tables we have taken “total net income” to be the increase in total 
surplus and contingency funds plus increases in reserves on account of changes 
in valuation bases plus the accrued Federal income taxes. 

In each of tables 9 through 11 we have shown the dollar differences between 
the taxes on the two bases as well as ratios of the taxes paid on the 614 percent 
flat tax formula to the taxes that would have been paid on the total net income 
basis. Table 12 is a composite and combined table covering for these 25 com 
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iies the 3 vears, 1951-55. Dollar differences are shown f 
then for the full 5-year period. tios are also show 
d for the full 3-year period 
In connection with the analysis which we have made 
nies on a total net income basis, we want to emphasize 
have used for obtaining the approximation to the 
the companies as described above should not be co 
what would constitute a proper measure of 
rance Company. 


PART D ANNUAL PROFIT PER 


On the basis of the data readily av: 
do not have the information neces 
nual profit per thousand dollars of 
ce companies. This is particularly true 
to account the several sources of profit, ord 
surance, group life insurance, and accident a 


* = 7. « 


We wish to take this opportunity to express our 


appreciation 

ttention given by your subcommittee to the pre oe tion of 

Acacia Mutual Life Insurance Co. with respect to the matter of 
ixation of life insurance companies, and for the court nd 
eption accorded to us as witnesses on behalf of Ac 

ompany are available if there is any way in whi 

our subcommittee 


APPENDIx I\ 


reentade ratios showing portion of life 


} , 
stock conmpantes 


Business in force end of year 
New business 
Admitted assets, end of year 


rhe companies used in tl 
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APPENDIx VI 


TABLE 9.—Comparatwe table covering 25 largest 
panies doing business in the District of Columbia, showing for tarable yi 
1951 Federal income taw computed (1) at regular corporate rates on ear 
company’s total net income as described in tert (pt. C) and (2) under 

1 and H business, if any) 


percent flat-tax formula (including tax on 


Approximate 


tax at corpo 








ate rates o 
5 each corm 
. i pany's net 
neon 

Metropolitar $18, 209, 000 
Prudentia) 40, 238, 000 
Equitable, New ¥ k 21, 514, 000 
John Hancock 16, 579, 000 
New York Life 10, 492. 000 
Northwestern Mutua 7, 727, 000 
Mutual, New York 9. 813, 000 
Massachusetts Mutual 4. 766, 000 
New England Mutual 5, 447, 000 
Mutual Benefit 3, 272, 000 
Penn Mutual None 
Connecticut Mutua l , 000 
Bankers, Iowa l 2. 000 
Provident Mutua 1 000 
State Mutua l 000 
ieneral Americ 189, 000 
National, Ver nt 1, 625, 000 
Phoenix Mutual 2, 402, 000 
Acacia 438, 000 
Home, Yo 759, 000 
Gua k 912, 000 
Mi 1, 034, 000 
Fid 146, 000 
Berkshire 510, 000 
Security Mutua 251, 000 
otal, 245 companies 153, 097, 000 


COMPANIES 





mutual life-insurance co 


Appro 
tax, flat-tax 


for 


t 
ate 


4 


7, 000 


OOO 
O00 
000 
000 
000 
000 
VO00 
000 


, 000 


000 
000 
000 
000 


, VOO 


OOO 
000 


», OOO 


OOO 
000 


, 000 


000 
000 
000 
OOO 


, 000 





$1, 858, 000 
23, 049, 000 
10, 233, 000 
11, 158, 000 
L, 601, 000 
3, 044, 000 
5, 829, 000 
l 43, 000 
3, 247, 000 
807, 000 
2, 351, 000 
285, 000 
928, 000 
—678, 000 
600, OOO 





100, 000 | 





1, 337, 000 
59, 000 
262, 000 
-339, 000 
798, 000 
137, 000 
269, 000 
111, 000 


62, 359, 000 


' 
| 
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ILE 10. Comparative table covering 25 largest mutua ife nsurance 
mies doing business in the District of Columbia showing for tawable year 
952 Federal income tagw computed (1) at regular corporate rates on each 


> 


ympany’s total net income as described in tert (pt. C) and (2) under 6% 
ercent flat-taz formula (including tar on A and H business, if any) 


v York 
Te 
York Life 
hwestern Mutual 
tual, New York 
achusetts Mutual 
v England Mutual 
itual Benefit 
n Mutual 
necticut Mutual 
kers, lowa 
vident 
te Mutual 
neral A rican 
tional, Vermont 
enix Mutual 
cia 
me, New York 
iardian, New York 
nnesota Mutual 
elity Mutual 
rkshire 
rity Mutual 7 0) 


Total, 25 companic 


55766—55 
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table 
panies doing business in the 
computed (1) at 


TABLE 11 Comparative 


1953 Federal income tag 


company total net income as described in 


* Hat 


perce) ta 


ax formula (including tax on 








4 
t 1 ”) 
4 SU2. 
R R41. OOK 
1 591. OOF 
4 4, 876.0 
6,01 u 
47 ”) 
1, OM 
24, (MK 
194, 000 
2, 066, 00 
(ft \ i S400 
National, Vert r 5 OO 
I Mutual ) 
Acacia ‘ 
Ho New York 1. O78. OO 
(r raul Neé \ y T “4 Ha 
Minnesota Mutua 000 
Fidelity’ Mutua 51,000 
Berkshire 119. 00 
Security Mut OOK 


INSU RANG 


covering 25 largest 
District of Columbia 





COMPANIES 


regular 
rt 


600 


2) 


mutual 


life 


shou ing 


for taxable 


corporate rate: 


(pt 
and H 


mo 


), OOO 


un 


OO 
OOO 
OOO 
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and (2) 


busine SS, wf a@ 





) 1M 
0, 232, 006 
46}. ( 

1 ”4 “ 
2 WO 
1.8 On 
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nH O00 
& OO 
697, 00 
, is ny 
R74, 00) 
, wu 
L4t ) 
34. 00) 
1 
Zi, ih 
478, OOM 
62, C00 
137, 000 
$31, 00) 
139, OOK 
1 v0 
R4 HR 
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LE 12 Comparat table 


pantes doing business in the 
(1) Federal income tax unde 


1 and H business, if 


) porat rate on 


CC), tarabl sO? 


nix Mutual 
] New York 
CGiuardian, New York 
I ta Mutual 


lelity Mutual 
hire 


urity Mutual 


Mr. Lucas. May I make a short statement ¢ 
Mr. Curtis. You certainly may. 


STATEMENT OF HON. SCOTT W. LUCAS, SPECIAL COUNSEL, ACACIA 
MUTUAL LIFE INSURANCE CO., WASHINGTON, D. C.—Resumed 


Mr. Lucas. Mr. Chairman and members of the subcommittee, first 
I would like to associate myself with Mr. Schmuck in congratulat 
this subcommittee and the staff on the commendable work whi ’ 
have accomplished in the analysis of the taxation of life-insur: 
companies. 

As one who was a member of the Finance Committee of the United 
States Senate, 1 speak with some experience when I say that, in my 


opinion, no group has ever gone into this subject with as much dedica 
tion, objectiy ity, and determination as your subeommittee. 
[ am certain your subcommittee reached a wise and most important 


conclusion when you decided to take all of the evidence submitted, 


including the various formulas, and from such a premise proceed t 
take testimony in an open hearing from which I presume a bill wil 
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be eventually prepared and submitted to the full committee for its 
thorough consideration. 

Mr. Chairman, it was no idle gesture upon the part of Mr. Reed, th: 
distinguished chairman of the Ways and Means Committee, whe: 
he ap pointed this subcommittee to study exhaustively the problem 
order that a formula for the Federal taxation of life-insurance com 
panies might be found that would distribute taxation fairly and equit 
ably among life-insurance companies, based upon their ability to pay 

Mr. Reed, along with every other Member of Congress who 
famili: ir with the problem, is conse ious of the all- imports unt fi ict that 
from the time the 1942 formula produced no reverue for the Treasury 
in 1947 and 1948 there have been constant stuaies and research made 
by the staff and the Treasury to arrive at a permanent basis for taxing 
the life-insurance companies—a basis, I submit, never considered to L« 
contained in the stopgap formulas. 

Based upon all of these hearings, including the penetrating questio! 
propounded and your staff’s intelligent report, any reasonable mind 
must be persuaded that you gentlemen mean business, that you were 
not appointed merely to come up with a recommendation that what 
Congress considered temporary and provisional should now be made 
permanent. 

I am convinced that you believe that the time is long past due fo1 
a drastic and permanent change in the taxation of life-insurance com 
panies and that, through your careful guidance, the stopgap formula 
with all of its deficiencies and inequities, will be laid aside forever. 

Mr. Chairman, I must confess to considerable disappointment to 
hear industry representatives during these hearings advocate that the 
present stopgap formula be enacted into law as permanent legislation 
They have abandoned their last proposal, the three-pronged formula 
advanced by them in July 1954. And, by the way, Mr. Chairman, this 
is not the first time that the industry has changed its position upon 
such important and far-reaching legislation. In the February 1951 
hearings before the Ways and Means Committee the industry ad 
vocated that the then stopgap formula, the so-called industry averag 
valuation rate formula, ultimately be made permanent legislation 
And yet we find approximately 3 months thereafter these same gentle 
men, testifying before the Finance Committee of the United States, 
repudiating practically in toto their previous position before the Ways 
and Means Committee, telling the members of the Finance Committee 
that the then stopgap formula was bad legislation and should not 
prevail. Such vacillation and such inconsistency must create some 
uncertainties in the minds of this subcommittee as to just what these 
companies are contending for and how long they would adhere to any 
contention. 

During these hearings the industry spokesmen said that their pres 
ent position had the endorsement of all but one company. That one 
exception is Acacia, and Acacia’s position on the taxation of life- 
insurance companies, as you know, is not a newly sprung one. Rather, 
it is one that goes back years, one that has consistently been advanced 
by its president, Mr. Montgomery, as providing for a simple, direct, 
and equitable method of taxing life-insurance companies acc ording to 
their own experience. It is a formula which the head of this 85-year- 
old company, headquartered right here in Washington, has advanced 
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out of a conviction that what is needed is a tax formula soundly based 
in principle and giving effect to the realities as well as the theories 
of the life-insurance business. 

Mr. Chairman, in conclusion, we who represent the Acacia Mutual 
Life Insurance Co. well realize how small we are when compared with 
the industry which opposes our position. We are not unmindful of 
the tremendous power they exert throughout this land of ours. But I 
am convinced, as a result of what I know of the industry and the 
ability and the integrity of this subcommittee, that if, in a con 
sidered judgment, you are convinced that any part or all of Acacia’s 
formula will appropriately and fairly reflect the ability to pay taxes of 
the life-insurance companies and will distribute the tax fairly and 
equitably among companies you will not hesitate to decide right over 
might. 

Thank you, gentlemen. 

Mr. Curtis. We have two additional witnesses who want just a short 
time, the first of whom is Mr. Francis V. Keesling, Jr., first vice presi- 
dent and general counsel of the West Coast Life Insurance Co., San 
Francisco. 

Mr. Keesling. 


STATEMENT OF FRANCIS V. KEESLING, JR., FIRST VICE PRESIDENT 
AND GENERAL COUNSEL, WEST COAST LIFE INSURANCE CO., SAN 
FRANCISCO, CALIF. 


Mr. Kresutine. Mr. Chairman, my name is Francis V. Keesling, Jr. 
I am first vice president and general counsel of West Coast Life In 


surance Co. with home offices at San Francisco, Calif. 

It is not my intention to make any protracted statement. The 
details have already been covered in the last few days. However, I do 
desire to make certain observations because I have been one of this 
very large number of people who have been sitting through these 
hearings the last few days, and I believe that it is important that cer 
tain factors be brought out in connection with these gentlemen who 
have been out here in the audience and other representatives of other 
companies who, no doubt, have been watching these proceedings with 
great interest. 

I have pre pared a very ie : statement which I believe that, in the 
interest of time, I will read, s 

Mr. Curtis. Proceed. 

Mr. Krestine. I have been engaged in the practice of law, general 
practice, since 1934, and during that entire time, with the exception of 
a period between 1940 and 1945 when I was here in Washington with 
General Hershey, I have been engaged in the general practice and 
have been performing legal work on behalf of West Coast Life In- 
surance Co. and also on behalf of other companies who have problems 
in California. 

I have attended, Mr. Chairman and members of the committee, the 
hearings during the past 3 days, and I have listened with great interest 
to the testimony of all the witnesses, and to the questions and answers 
with respect thereto. It has been made very clear to me that with but 
one exception the entire life-insurance industry is in agreement in 
support of a flat tax on net-investment income for all companies, both 
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mutual and stock, as being the fairest and most workable for t 


Various companies, the policyholders, and the State and Federa 
Governments. 

During the course of these hearings this large Ways and Mea 
(Committee room here has been filled, not with a casual audience, but 
with many officials of many different life-insurance companies. They, 
like me, have been present to follow the proceedings very carefull 
so as to be able to intervene, if necessary either by requesting the 
opportunity of presenting oral testimony, or by submitting writte! 
statements after the conclusion of the previously scheduled witness 
in accordance with your offer. 

I respectfully point out, Mr. Chairman, not only for the benefit of 
the members of your rai een but particularly for the benefit of 
other members of the full committee and of the House itself who will 
I understand, be studying printed copies of these proceedings, that 
although the room was filled with representatives of the imsuran 
companies, I am unaware of any additional requests for intervention 
This fact has this most important significance, namely, that this roon 
full of officials of many different companies who have not testified o1 
requested | ermission to submit written statements are in accord, 
princ Ip le, with the testimony presented by Messrs. Robert Ho; 

Claris Adams and others on behalf of the indu stry yesterday. 

Many of the industry representatives present at these hearings made 
arrangements to be present here long before last week's meet ing ot t] 
Life Insurance Association at New York, at which the announcen 
was first made that the joint industry committee and the association 


had agreed to support the flat tax on net-investment-income method of 
taxation, 


oo and 


I assure you, Mr. Chairman and members of the committee, that had 
the associations not testified at all or had they proposed an unsatis 
factory formula, I, together with many if not all of those in this room, 
would have requested permission to intervene. And, in addition, | 
am sure that the other companies which, though not present, are being 
kept informed of these proceedings would also have requested to inter 
vene. Furthermore, agent’s organizations, State officials, and other 
groups vitally interested in the welfare of the life-insurance busines 
and in fair treatment to it would have also indicated their desire to 
intervene had an improper proposal been offered. 

Mr. Chairman, I have commented on the fact that, though many are 
interested, few have testified, to be sure. as I indicated before, that 
Members of Congress who will be studying these hearings will under 
stand that the reason is because these many interested parties are in 
accord with the te stimony prese »nted on beh: Lif of the indus try. Unde 
these circumstances, Mr. Chairman, and in view of the unity of views 
on the part of the industry, I respectfully urge adoption of the flat tux 
on net-investment-income method of taxation for all life-insurance 
companies as the fairest and most workable long term sinclair for all 
concerned. 

I desire to join with the other witnesses in commending this com 
mittee, Mr. Chairman, and the members of your staff, for their careful 
attention and consideration of this very, very important subject. 

Mr. Chairman, I now ask permission to insert hh the record at this 


point, a list of the life-insurance companies comprising the combined 
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embership of the American Life Convention, L 
ference, and the Life Insurance Associat : 
Mr. Curris. Without objection, th 


e record. Hearing none, it ~ so ordered. 


(The list of members follows :) 


Acacia Mutual Life Insurance Co., Wa 
\eme Life Insurance Co., New Orleans 
Aetna Life Insurance Co., Hartford, Conn 
All American Assurence Co., Lafayette, La 
American General Life Insurance Co., Houston, tex 
American Home Life Insurance Co., Columbia, S. ¢ 
\merican Home Life Insurance Co., Topeka, Tvans 
American Hospital & Life Insurance Co., San Antonis 
American Life & Accident Insurance Co., St. Louis, Mo 
American Life & Accident Insurance Co. of Kentuck 
American Life Insurance Co., Birmingham, Ala 
American Mutual Life Insurance Co., Des Moines, lowa 
American National Insurance Co., Galveston, Tex 
({merican Reserve Life Insurance Co., Omaha, Nebr 
American Standard Life Insurance Co., Washington, D. ¢ 
American United Life Insurance Co., Indianapolis, Ind 
Amicable Life Insurance Co, Waco, Tex 
Atlantie Coast Life Insurance Co., Charleston, 3S, ¢ 
Atlantic Life Insurance Co., Richmond, Va 
Atlantic Southern Insurance Co. of Puerto Rico, Sat 
Atlas Life Insurance Co., New Orleans, La 
Atlas Life Insurance Co., Tulsa, Okla 
sultimore Life Insurance Co., Baltimore, Md 
Bankers Health & Life Insurance Co., Macon, Ga 
Bankers Life Co., Des Moines, Iowa 
Bankers Life Insurance Co. of Nebraska, Lincoln, Nebr 
Bankers Mutual Life Insurance Co., Freeport, Ill 
Bankers National Life Insurance Co., Montclair, N 
Beneficial Life Insurance Co., Salt Lake City, Utah 
Berkshire Life Insurance Co., Pittsfield, Mass 
Boston Mutual Life Insurance Co., Boston, Mass 
Business Men’s Assurance Company of America, 
al-Farm Life Insurance Co., Berkeley, Calif 
alifornia-Western States Life Insurance Co., 
anada Life Assurance Co., Toronte irio 
‘apitol Life Insurance Co., Denver, 
arolina Life Insurance Co., Columbia, S.C 
‘entral Life Assurance Co., Des Moines, lowa 
‘entral Standard Life Insurance Co., Chicago, I] 
entury Life Insurance Co., Fort Worth, Tex 
‘itizens Home Insurance Co., Richmond, Va 
ollege Life Insurance Co. of America, Indianapolis, Ind 
‘olonial Life Insurance Company of America, East Orange, N. J 
olumbian Mutual Life Insurance Co., Binghamton, N. Y. 
olumbian Mutual Life Insurance Co., Memphis, Tenn 
olumbian National Life Insurance Co., Boston, Mass 
‘olumbus Mutual Life Insurance Co., Columbus, Ohio 
‘ommercial and Industrial Life Insurance Co., Housto 
ommercial Life Insurance Co., Phoenix, Ariz 
‘ommonwealth Life Insurance Co., Louisville, Ky 
‘onfederation Life Association, Toronto, Ontario 
‘onnecticut General Life Insurance Co., Hartford, Con 
‘onnecticut Mutual Life Insurance Co., Hartford, Conn. 
onstitution Life Insurance Co., Los Angeles, Calif 
‘ontinental American Life Insurance Co., Wilmington, Del 
‘ontinental Assurance Co., Chicago, Il] 
‘ontinental Life & Accident Co., Boise, Idaho 
osmopolitan Life Insurance Co., Memphis, Tenn 
‘ountry Life Insurance Co., Chicago, I] 





396 TAXATION OF LIFE INSURANCE COMPANIES 


Crown Life Insurance Co., Toronto, Ontario 

Delta Life Insurance Co., New Orleans, La. 

Dixie Life Insurance Co., Newman, Ga. 

Dominion Life Assurance Co., Waterloo, Ontario 

Durham Life Insurance Co., Raleigh, N. C. 

Eastern Life Insurance Co. of New York, New York, N. Y. 
Empire Life & Accident Insurance Co., Indianapolis, Ind. 
kLmpire State Mutual Life Insurance Co., Jamestown, N. Y. 
Equitable Life Assurance Society of the United States, New York, N. Y. 
Equitable Life Insurance Co., Washirgton, D. C. 

Equitable Life Insurance Co. of lowa, Des Moines, lowa 
Family Fund Life Insurance Co., Atlanta, Ga. 

Family Security Insurance Co. of America, Fort Worth, Te 
Family Security Life Insurance Co., Spartanburg, 8. C. 

Farm Bureau Life Insurance Co., Columbus, Ohio 

Farmers & Bankers Life Insurance Co., Wichita, Kans. 
Farmers & Traders Life Insurance Co., Syracuse, N. Y. 
Farmers Life Insurance Co., Des Moines, lowa 

Federal Life & Casualty Co., Battle Creek, Mich. 

Federal Life Insurance Co., Chicago, Ill. 

Fidelity Health & Accident Mutual Insurance Co., Benton Harbor, Mich. 
‘idelity Life Association, Fulton, Ill. 

‘idelity Mutual Life Insurance Co., Philadelphia, Pa. 

‘idelity Union Life Insurance Co., Dallas, Tex. 

‘irst National Life Insurance Co., New Orleans, La. 

‘ranklin Life Insurance Co., Springfield, [lL 

Franklin National Life Insurance Co., Greenville, S. C. 
General American Life Insurance Co., St. Louis, Mo. 

George Washington Life Insurance Co., Charleston, W. Va. 
Gibraltar Life Insurance Company of America, Dallas, Tex. 
Government Personnel Mutual Life Insurance Co., San Antonio, Tex. 
Grange Mutual Life Co., Nampa, Idaho 

Great American Life Insurance Co., Hutchinson, Kans. 

Great American Reserve Insurance Co., Dallas, Tex. 

Great Eastern Mutual Life Insurance Co., Denver, Colo. 

Great National Life Insurance Co., Dallas, Tex. 

Great Southern Life Insurance Co., Houston, Tex. 

Great-West Life Assurance Co., Winnipeg, Manitoba 
Guarantee Mutual Life Co., Omaha, Nebr. 

Guarantee Reserve Life Insurance Co., Fort Collins, Colo. 
Guaranty Income Life Insurance Co., Baton Rouge, La. 
Guaranty Life Insurance Co. of Florida, Jacksonville, Fla. 
Guaranty Union Life Insurance Co., Beverly Hills, Calif. 
Guardian Life Insurance Company of America, New York, N. Y. 
Gulf Life Insurance Co., Jacksonville, Fla. 

Home Beneficial Life Insurance Co., Richmond, Va. 

Home Friendly Insurance Company of Maryland, Baltimore, Md. 
Home Life Insurance Co., New York, N. Y. 

Home Life Insurance Company of America, Philadelphia, Pa. 
Home Security Life Insurance Co., Durham, N. C. 

Home State Life Insurance Co., Oklahoma City, Okla. 
Homesteaders Life Co., Des Moines, Iowa. 

Hoosier Farm Bureau Life Insurance Co., Indianapolis, Ind. 
Imperial Life Assurance Company of Canada, Toronto, Ontario 
Imperial Life Insurance Co., Asheville, N. C. 

Independence Life & Accident Insurance Co., Louisville, Ky. 
Independent Life & Accident Insurance Co., Jacksonville, Pla. 
Indianapolis Life Insurance Co., Indianapolis, Ind. 

Inter-Ocean Insurance Co., Cincinnati, Ohio 

Interstate Life & Accident Insurance Co., Chattanooga, Tenn. 
Iowa Life Insurance Co., Des Moines, Iowa 

Jefferson National Life Insurance Co., Indianapolis, Ind. 
Jefferson Standard Life Insurance Co., Greensboro, N. C. 

John Hancock Mutual Life Insurance Co., Boston, Mass. 
Kansas City Life Insurance Co., Manhattan, Kans. 

Kansas Farin Life Insurance Co., Manhaitan, Kans. 

Kentucky Central Life & Accident Insurance Co., Anchorage, Ky. 
Kentucky Home Mutual Life Insurance Co., Louisville, Ky. 
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ights Life Insuravce Company of America, Pittsburgh, Pa 
ifayette Life Insurance Co., Lafayette, Ind 
mar Life Insurance Co., Jackson, Miss 

berty Life Insurance Co., Greenville, S. C 

berty National Life Insurance Co., Birmingham, Ala 
fe and Casualty Insurance Company of Tennessee 
fe Insurance Company of Georgia, Atlanta, Ga 
fe Insurance Company of Virginia, Richmond, Va 
ncoln Income Life Insurance Co., Louisville, Ky 
ncoln Liberty Life Insurance Co., Lineoln, Nebr 
ncoln Mutual Life Insurance Co., Lincoln, Nebr. 
ncoin National Life Insurance Co., Fort Wayne, In 
ncoln Republic Life Insurance Co., Chester, Pa 

London Life Insurance Co., London, Ontario 

oval Protective Life Insurance Co., Boston, Mass 

Lutheran Mutual Life Insurance Co., Waverly, Lowa 

Magnolia Life Insurance Co., Lake Charles, La 

Manhattan Life Insurance Co., New York, N. ¥ 

Manufacturers Life Insurance Co., Toronto, Ontario 

Massachusetts Mutual Life Insurance Co., Springfield, Mass 

Metropolitan Life Insurance Co., New York, N. Y 

Michigan Life Insurance Co., Detroit, Mich 

Mid-Continent Life Insurance Co., Oklahoma City, Okla 
dland Mutual Life Insurance Co., Columbus, Ohio 

Midland National Life Insurance Co., Watertown, S. Dak 

Midwest Life Insurance Company of Lincoln, Nebr., Lincoln, Nebr. 

Ministers Life & Casuaity Union, Minneapolis, Minn. 

Minnesota Mutual Life Insurance Co., St. Paul, Minn 

Missouri Insurance Co., St. Louis, Mo 

Monarch Life Insurance Co., Springfield, Mass 

Monumental Life Insurance Co., Baltimore, Md 

Mothe Life Insurance Co., New Orleans, La 

Mutual Benefit Life Insurance Co., Newark, N. J 

Mutual Life Assurance Company of Canada, Waterloo, Ontario 

Mutual Life Insurance Company of New York, New York, N. Y¥ 

Mutual Savings Life Insurance Co., St. Louis, Mo. 

Mutual Service Life Insurance Co., St. Paul, Minn. 

Mutual Trust Life Insurance Co., Chicago, Il 

National Accident & Health Insurance Company of Philadelphia, Philadelphia, 
Pa. 

National Burial Insurance Co., Memphis, Tenn 

National Equity Life Insurance Co., Little Rock, Ark. 

National Fidelity Life Insurance Co., Kansas City, Mo 

National Guardian Life Insurance Co., Madison, Wis 

National Life & Accident Insurance Co., Nashville, Tenn 

National Life of America, Mitchell, S. Dak 

National Life Co., Des Moines, Iowa 

National Life Insurance Co., Montpelier, Vt 

National Old Line Insurance Co., Little Rock, Ark 

National Reserve Life Insurance Co., Topeka. Kans 

National Standard Insurance Co., Orlando, Fla. 

New England Mutual Life Insurance Co., Boston, Mass 

New World Life Insurance Co., Seattle, Wash 

New York Life Insurance Co., New York, N. Y. 

North American Accident Insurance Co., Chicago, Tl. 

North American Life Assurance Co., Toronto, Ontario 

North American Life & Casualty Co., Minneapolis, Minn. 

North American Life Insurance Company of Chicago, Chicago, Tl 

North American Reassurance Co., New York, N. Y 

Northern life Insurance Co., Seattle, Wash 

Northwestern Life Insurance Co., Seattle, Wash. 

Northwestern Mutual Life Insurance Co., Milwaukee, Wis 

Northwestern National Life Insurance Co., Minneapolis, Minn. 

Occidental Life Insurance Company of California, Los Angeles, Calif 
Occidental Life Insurance Co., Raleigh, N. C. 

Ohio National Life Insurance Co., Cincinnati, Ohio. 

Ohio State Life Insurance Co., Columbus, Ohio. 

Old American Insurance Co., Kansas City, Mo 
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I rar 

| Revere Life ] ince ¢ Worcs MI 

Per ir Lif I I nee ¢ | k } 

Penn Mutu I ! rance ¢ Phila phia. | 

Pen) i \l Life In rance ¢ I} vel l 
Peoples Life ] Ince Mrankfort, Ind 

People Life lh co W hin n, DD. ¢ 

1’] lk ! Life I e Philadelphi Pa 
Philadelphia-United Life Tnsurance Philade 1. Pa 
Philanthropic Mut Life Insurance Co., Philadelphia Pa 
Phoer Mutual Life ] Irange Co. Hartford ¢ ! 
Pied t Life J] ( Atlan G 

Pilot Life | ('o., Greenshor N. ( 

I ‘ Mutu Lif I rance In ‘ N. Dak 
Pioneer Nation Life Insurance ¢ Topeka. Kan 


fy Insurance (vo. Kansas Citw. Me 

I" Life |] irance Co., New York, N. ¥ 

Presbyterian Minister Fund Philadelphia In 

Progressive Life Insurance Co Atlanta, Ga 

I tective Life Ih rance Co., Birmingham. Ala 

Pre lent Indemnity Life Insurance Co Philadelphia, Pa 

Provident Life & Accident Insurance Co. of ¢ hattanoogn. ¢ hattanooga, Tenn 
| dent Life Insurance Co. Bj marck, N. Dak 

Provident Mutual Life Insurance Co. of Phi idelphia Philadelphia, Pa 
Prudential Insurances (ompany of American. Ne inl N. J 

I 

I 

I 

I 





‘ublic Savings Life Insurance Co Charleston ( 
‘uritan Life Insuranee Co Providence, R. J 
‘yramid Life Insurance Co.. Charlotte N. ¢ 

’ id Life Ty rance Co., Kansas City. Kan 
Quaker Cit Life Insurance Co Philadelphia I's 

Ite ble Life Insurance Co Webster Groves, Mo 
Republie National Life Insurance Co.. Dallas Tex 
Rio Grande National Life Insuranes Co Dallas, Te 
Rockford Life Insurance Co Rockford, Tl 

Rural Life Ir urance Co., Dallas, Tex 


security Benefit Life Insurance Co., Topeka, Kans 
security Life & Accident Co Denver, Colo 
‘ rity Life & Tr t Co., Winston-Salem. N. ¢ 
security Mut Life I urance Co,, Binghamton, N. ¥ 
( ty al Life Insurance Co.. J neoln, Nebr 
rvice Life Th rance Co., Omaha, Nebr 
e Co., Ine Roanoke, Va 
fe Insurance Co., Jackson, Miss 
1 Tt rance Co,, Birmingham, Ala. 
Southern National I rance Co,, Little Rock, Ark 
Southland Life Insurance Co Dallas, Tex 
southwestern Life Insurance Co Dallas, Tex, 
Standard Insurance Co Portland, Oreg 
Standard Life Insurances Company of Indiana Indianapolis, Ind. 
Standard Life Insurance ¢ ompany of the South, Jackson, Miss. 
Life In Irance Co., Raleigh, N. @ 
sife Insurance Co.. Bloomington, Il] 
ate Life Insurance (o.. Indianapolis, Ind 
fate Mutual Insurance Co... Ry me, Ga 
Life Assurance Company of Worcester, Worcester Mass 
e Insurance Co.. Fort Worth, Tex 
un Life A surance Company of Canada, Montreal Quebec 
Life Insurance ¢ mpany of America, Baltimore, Md 
! Philadelphia, Pa 
Jacksonville, Fla 


Te s Life Insurance Co., Waco, Tex 


l 
~ 


I. 


I 
t 


L. 
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Old American Life ( o., Seattle, Wash 

Old Dominion Life Insurance (o., Richmond, Va 

Old Line Life Insur nee Company of America, Milwaukee, Wis 
Olympic National Life Insurance Co., Seattle, Wash 
Pacific Mutual Life Insurance Co., Los Angeles, Calif 
‘acific National Life Assurance ¢ 0., Salt Lake City, Utah. 
ilmetto State Life Inusurance Co., Columbia, S. C 
Pan-American Life Insurance Co , New Orleans, La. 

Paul Revere Life Insurance Co., Worcester, Mass 
Peninsular Life Insurance Co., Jacksonville, Fla. 

Penn Mutual Life Insurance ¢ 0., Philadelphia, Pa, 
Pennsylvania Mutual Life Insurance Co., Philadelphia, Pa 
Peoples Life Insurance (Co.. Frankfort, Ind 

Peoples Life Insurance Co., Washington, D. ¢ 

I 

I 

I 

I 


hiladelphia-United Life Insurance Co., Philadelphia, Pa 
ilanthropie Mutual Life Insurance ( 0., Philadelphia, Pa. 
*hoenix Mutu Life Insurange Co.. Hartford, Conn 
Piedmont Life Insurance (o., Atlanta, Ga 
Pilot Life Insurance Co., Greensboro, N. @ 
Pioneer Mutual Life Insurance Co., Fargo. N Dak 
Pioneer National Life Insurance Co., Topeka, Kans 

Life & Casualty Insurance Co., Kansas City, Mo 
Posta Life Insurance ('o., New York, N. Y 
Presbyterian Ministers’ fund, Philadelphia, Pa. 
Progressive Life Insurance Co., Atlanta, Ga. 
Protective Life Insurance ( 0., Birmingham, Ala. 
Provident Inde tunity Life Insurance Co.. Philadelphia, Pa. 
Provident Life & Accident Insurance Co. of Chattanooga, Chattanooga, Tenn, 
Provident Life Insurance ( 0., Bismarck, N. Dak. 
Provident Mutual Life Insurance Co, of Philadelphia, Philadelphia, Pa. 
Prudential Insurance Company of America, Newark, N, J. 
Public Savings Life Insurance Co., Charl ston, S. C 
Puritan Life Insurance Co., Providence, R. 1. 
Pyramid Life Insurance Co., Charlotte N. © 
Pyramid Life Insurance Co., Kansas City, Kans 
Quaker City Life Insurance Co.. Philadelphia, Pa 
Relinble Life Insurance Co., Webster Groves, Mo. 
Republic National Life Insurance Co., Dallas, Tex 
Rio Grande National Life Insurance Co.. Dallas, Tex. 
Rockford Life Insurance Co., Ro« kford, Ill. 
Rural Life Insurance Co.. Dallas, Tex, 
Security Benefit Life Insurance Co,, Topeka, Kans. 
Security Life & Ac ident Co., De nver, Colo 
security Life & Trust Co., Winston-Salem, N. @ 
Security Mutual Life Insurance Co., Binghamton, N. Y. 
Security Mutual Life Insurance Co., Lincoln, Nebr 
Service Life Insurance (‘o., Omaha, Nebr 
Shenandoah Life Insurance Co., Inc., Roanoke, Va 
Southern Farm Bureau Life Insurance Co., Jackson, Miss. 
Southern Life & Health Insurance Co., Birmingham, Ala. 
Southern National Insurance Co., Little Rock, Ark. 
Southland Life Insurance Co., Dallas, Tex 
Southwestern Life Insurance Co.. Dallas, Tex, 
Standard Insurance Co.. Portland, Oreg. 
tandard Life Insurance Company of Indiana. Indianapolis, Ind. 
Standard Life Insurance ( ompany of the South, Jackson, Miss. 
State Capital Life Insurance Co., Raleigh, N. ¢ 
State Farm Life Insurance Co., Bloomington, Ill. 
State Life Insurance Co., Indianapolis, Ind. 
State Mutual Insurance Co., Rome, Ga. 
State Mutual Life Assurance Company of Worcester, Worcester, Mass: 
State Reserve Life Insurance Co., Fort Worth, Tex. 
Sun Life Assurance Company of Canada, Montreal. Quebec. 
Sun Life Insurance Company of America. Baltimore, Md. 
Superior Life Insurance Co.. Philadelphia, Pa. 
Suwannee Life Insurance Co., Jacksonville, Fla. 
Texas Life Insurance Co., Waco, Tex 


*hi vl nl a Life Ir surance Co., Philadelphia, Pa. 
I 
I 


Postal 
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rexas Prudential Insurance Co., Galveston, T¢ 
fravelers Insurance Co Hartford, Conn 
Union Central Life Insurance Co., Cincim O] 
Union Labor Life Insurance Co., New York, N. ¥ 
Union Life Insurance Co., Little Rock, Ark 

1ion Life Insurance Co., Inc., Richmond, Va 
Union Mutual Li fe Insurance Co., Portland, Mair 
Union National Life Insurance Co., Bat Rouge, I 
Union National Life Insurance Co., Lincoln, Nebr 
United America Life Insur ce Cr Denver, 
| jited Benefit Life Insm ance Co., Omaha, Neb 
United Fide LILY Li Insurance Co., D: Te 
United Insurance Co., Chicago, | 
Un d Life & A nt Insurance Co., Cor N. H 
Un d Life Insurance Co., Jacksonville, F 
I d Bervices Life Insurance Co., Washington, D. ¢ 
Ini aaah tke _—— Insurance Co., Ne York Y 
Unity Life Insurance Co., Chattanooga, Tent 
Univers al Life & rv t Insurance ¢ Da le 
Victory Life Insurance Co., Topeka, Ka 
Volunteer State Life Insurance Co., Chattat 1, T 
Vule penne & Accident Insurance Co., Birmingham, Al: 
W: gton National Insurance Co., Evanston, II) 
We wt Coaat Life Insut ce Co., San Frat Calif 
Western & Southern Life Insurance Co., Cincinna ( 
Western Life Insurance Co., Helena, Mont 
Western State Life Insurance Co., Farg N. Da 
Wilson Life Insurance Co., Lake City, Fla 
Wisconsin Life Insurance Co., Madison, Wis 
Wisconsin Nati Life Insurance Co., Oshkosh, Wi 
Woodmen Geitirel Life ie suran Co., Lincoln, Nebi 
World Insurance Co., Omaha, Ni ‘br 

Mr. Kresiine Thank you, sir. 

Mr. Curtis. Thank you very much. 
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The first I have headed “Supplemental Statement on Term 
Ins reas e.’ 

s has been pointed out by our witnesses, the gains from mortality 
in 4 1e case of a mutual company are returned to policyholders in the 
form of dividends. To meet the comp vetition of mutual companie S, 
stock companies must keep any such gains toa minimum by calculating 
their guaranteed premiums at a low level. These statements appl; 
to all competitive-term insurance as well as all other types of insurance 
With respect to such term insurance, therefore, not only is investment 
income small because of the small reserves invested, as pointed out 
in the staff report, but total underwriting income is also very sma|l 
In the case of almost all term insurance, it follows that there would b 
little point in singling it out for special tax treatment because thi 
tax results would not justify it. 

On page 40 of the stat report an example is cited of a company 
which writes large amounts of credit insurance to show ‘that a tax 
based upon investment income ] yroduces a tax disproportion: ite ly smal 
in proportion to its gains fone operations. ‘This is an extreme ex. 
ample. Individual policy credit insurance, written in relatively smal 
volume, is without many of the usual characteristics of other term 
insurance. It is not subject to the same forces of competition. Little, 
if any, of it is written by mutual insurance companies. Its close con 
nection with installment financing distorts the effect of competition as 
it operates on other types of term insurance. As a result, this type 
of credit insurance may show large gains from operations in compari- 
son with investment income. That is undoubtedly true in the case 
of the company used in the example. 

The staff report suggests that some kind of a supplemental tax or 
term insurance based on an underwriting income would eliminat: 
this irregularity. That may be true but where would that lead? 
There are many kinds of term insurance that grade into other kinds 
of permanent insurance. Where would we draw the line between 
the two? Why draw any line? Permanent types of insurance may 
produce these so-called underwriting gains for stock companies just 
the same as term insurance. Thus if we carried this idea of a supple 
mental tax for term insurance to its logical conclusion the whole life- 
insurance business should be taxed on the total income approach. Our 
witnesses have already stated why we think this would be unsound 
and unworkable. To attempt to smooth out the very unusual type 
of situation disclosed in the credit insurance example by the use of 
any such radical method would be most unwise. The remedy would be 
much worse than the ailment. 

And, if I may just add a word to that statement, it is obvious to you 
gentlemen that we feel the practicalities of the situation are such as 
not to warrant any different treatment toward the fragmentation of 
that part of the business. 

Now shall I put that immediately following that part of my origi- 
nal statement or do you want it in this partic ular part of the record ? 

Mr. Curtis. I think perh: ups where it actually occurred. 

Let me clarify something in my own mind. 

In this ex: imple cited on page 40 did I understand you to say that 
you are sure it was a credit company? Would that be the type of 
company that you have described in problem 2, or, rather, the problem 
of a subsidiary company on page 44, or do you know? 
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Mr. Hoge. That is not the same. It is an entirely different situa 
tion from the subsidiary company. 

Mr. Curtis. In other words, by our correcting that feature it would 
have no bearing on this particular problem of term insurance ? 

Mr. Hoaa. No. 

Mr. Curtis. Thank you. 

Now you have one other matter, Mr. Knox’s question. 

Mr. Hoaa. At the close of my testimony on Mond: Ly Mr. Knox asked 
me to supplement my statement with some observations as to certain 
figures appearing in Best’s Life Insurance Reports for 1954. The 
point seems to be that one large stock company—and, parentheti 
cally, the reason I referred to it that way is we did not have the name 
of any companies presented on Mond: ay—having accident and health 
business had taxable income in 1953 on that business only one-half 
as great as the income shown. Anethiee company actually paying a 
tax showed a loss on accident and health operations. Mr. Knox 
wanted to know whether a company should be deemed to have a tax 
able income when it actually had a loss. On tax theory, of course, 
there should be no tax where there is a loss. However, this poss! 
bility must be taken into account in integrating the accident and 
health operations of a life-insurance company with its overall opera 
tions. This was pointed out in the previous part of my testimony. 
It is felt, however, that it is preferable to assume the risk of a tax 
even where there may be a loss rather than segregate for tax purposes 
the various types of individual company operations. 

And at that point on Monday I indicated my own company felt 
that way in spite of the fact that there would have been a very sub- 
stantial savings in tax if we had been taxed on the regular casualty 
accident and health basis. 

Mr. Curtis. Mr. Knox? 

Mr. Knox. Mr. Hogg, if I am correct, I believe reference was made 
to one company that had a loss in 1951 and a gain in 1953. 

Mr. Hoge. The situation would simply be reversed, but the tax prin 
ciple involved would be exactly the same, I think. 

Let me make this further suggestion, that we have now in the course 
vf preparation, at your suggestion, this 10-company exhibit, and I 
believe that that would clear up a great deal of the doubt that may 
exist in this particular area 

[ am not trying to defer a any questions you have on this, but I really 
think that when we get the 10- company exhibit that it would be pref- 
erable—that is, the 10 largest companies—and will throw a great deal 
of light on this problem. 

Mr. Knox. As I understand it, Mr. Chairman, that exhibit will 
become a part of the record. 

Mr. Curtis. Yes; it will be a part of the record. And then if we 
want to go a step further and ask additional questions we will ask 
them and you will supply that, and that will be made a part of the 
record. 

Mr. Hoae. That is correct. 

Mr. Apams. Mr. Knox, you asked me when I was on the stand—if 
I am on the stand—about the treatment of proceeds to policyholders 
in Great Britain. 

We have made the point that in Great Britain life insurance com 
panies were taxed at a lower rate, and not only that—on a lower basis, 
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and not only that, but the policy vholders were given a deduction on 
their premiums paid as an incentive to buy insurance, and that the 
whole industry was treated much more favorably even under the So 
clalist government in Britain, 

You asked me what was the situation in Great Britain on the pro 
ceeds. Iam now able to answer that authoritatively. 

One, proceeds paid on death of policyholder to henefici: ry ina lum} 
sum are not subject to income tax to the benefici: ry. As here, how 
ever, such proceeds fall into the policyholder’s estate for inheritance- 
tax purposes with the same deductions as here. Life insurance be 
comes a part of the estate and there is a general overall deduction but 
none applying to life insurance as such. 

‘Two, proceeds paid on surrender of policy or maturity of endow 
ment in a lump sum are not subject to income tax or capital gains 
tax to the policyholder in Great Britain. 

Three, where proceeds are left on de ‘posit by the policyholder or 
benefici: ry at interest, the interest is subject to income tax just as it 
is here. 

You asked for that. 

Mr. Curtis. Thank you very much. 

I believe this concludes the hearings, and I want. to say that we 
have tried to give everyone who wanted an opportunity to appear in 
this forum a chance to have that opportunity, and, as far as I know, 
everyone who has requested to appear has done so. In addition, as 
[ previously said, we will receive additional statements or supple 
mental statements or statements DY people who did not have an 
opportunity to or did not wish to appear formally, and they will 
become a part of the hearings. 

[I might say that these statements, of course, can include, if the 
person so desires, comments on testimony, because our object here is 
to make these hearings as comprehensive as possible. 

I again want to thank everyone for their cooperation in making 
these hearings possible, and I only hope that they will have some 
fruitful results. 

(The following additional information was submitted for the 
record 7 


NONCANCELABLE DISABILITY INSURANCE, AS RELATED TO THE FEDERAL TAXATION 
OF LIFE INSURANCE COMPANIES 


A memorandum prepared by the Massachusetts Indemnity Insurance Co. 


Since 1942, insurance companies specializing in noncancelable disability insur- 
ance have been taxed as life-insurance companies under sections 201 to 2038 of 
the Internal Revenue Code, corresponding to sections 801 to S07 of the Revenue 
Act of 1954. Noncancelable disability insurance—commonly spoken of as “non- 
can’ —has been written primarily by life-insurance companies, and about three 
companies specializing in non-can. Massachusetts Indemnity Insurance Co., rec- 
ognized as a leader in the non-can field, is one of the three specialist companies 
which write non-can but do not write life insurance. The decision to tax such 
companies like life-insurance companies was made in 1942, at which time the 
Senate Finance Committee said, “Since noncancelable contracts of health and 
accident insurance require the accumulation of substantial reserves against in- 
creased future risks, the writing of such insurance is analogous to life insurance 
and the definition has been changed to permit such companies to be taxed as life- 
insurance companies.” 

It is not the purpose of this statement to comment on the various tax bases 
and tests described in the preliminary statement prepared by your staff. This 
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tement has two purposes. The first is to reemphasize the appropriateness 
the decision made in 1942 to tax non-car ike life ins nce Ss h tre t s 
ppropriate not only because in essential respects non-can shares the characteris 
s of life insurance, but especially because non-ca s written prin v bv life 
surance companies. The officers of Massachusetts Ina tv are concerned 
much with the tax method which may be applied to their I s tha he 
npany be taxed by the same method that is applied to its compe ors rot 
n-can specialist company otherwise would impose SeVE den 


compet ition. 











rhe second purpose of this statement is to comment « the pu 
ghtening the definition of a life-insurance company to exclude es W 

re primarily investment companies The suggestiol escri he 
eliminary statement is to deny life Ompany treatment . compa s pre 
ium income is more than twice its investment income We erstame 

e purpose is to test whether a company is truly an insurance company before 
esting whether it is a life-insurance company ro accomplish that purp 
emium income should be so defined that t clearly ile pre! s 

nes of insurance written by the company If by that test a compat is a 
nsurance company, then the test now applied by section SOL wi eter 
whether it is a life-insurance company 

We have been made aware, by firsthand experience, that unintended and eX 
pected hardship can result when legislation carefully draw with one kin 
business in mind is made applicable to a closely re ed but di kind of 
isiness, unless the legislation is also examined caret vy with respect t 
haracteristics of the related business We therefore offer to consult wit 
nember or members of your committee or your staff if you believe that our know 
lye of noncancelable disability insurance would make ns it is . 


precaution against any such unintended hardship 
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1. This informal memorandum is designed to give information about the isi 
ness of noncancelable accident and health (or disability nsurance s l 
ince should be carefully distinguished from ordinary cancelable or com 
wcident and health insurance In ordinary accident and healt usu 
policies are issued for a relatively short term, usually for no more than a year 
They can often be canceled by the Company at any time on short notice by return 
ing the unearned portion of the premium and the insured has no right to renew 


the policy if the company does not choose to take his renewal prem 

2. Noneancelable accident and health insurance (commonly called ‘“non- 
and so referred to in this memorandum) is writtet 
s written after a medical examination, and after the policy is issued it cann 
he canceled by the company The policy is guaranteed renewable; that 
insured has the absolute right, as in life insurance, to keep the policy in force by 


> : ws : 
for a long period it usually 


paying the premium installments as they fall due until the expiration of ‘ 
policy, which usually occurs at a specified age of the insured, 60 or 65 years 
Thus the company undertakes a long-term risk when it writes the pelicy, a risk 
which increases as the years pass by, and for which the company must provide 
by building up adequate reserves. 

3. Noneancelable disability insurance, or non-can, has been taxed like life 
insurance since the Revenue Act of 1942. At that time the Senate Finance Com 
mittee said: “Since noncancelable contracts of health and accident insurance 
require the accumulation of substantial reserves against increased ure risk 
the writing of such insurance is analogous to life insurance and the definition 
has been changed to permit such companies to be taxed as life-insurance cor 
panies.” The pertinent passage from the 1942 committee report is quoted i: 
full as appendix D. 

4. Massachusetts Indemnity Insurance Co. writes non-can almost exclusive 
Its officers believe that the interests of the company are best served, with res 
to Federal taxation, if the appropriate committees of Congress and their staf 
members are familiar with the nature of non-can. That belief arises from first 
hand experience with unintended but unfortunate consequences which 4 
when legislation carefully drafted with one type of business in mind fails 
through inadvertence or oversight to take adequate account of some feature of 
related type of business to which the legislation also applies. This memorandum 
therefore, supplements the preliminary statement prepared by the staff on the 
subject of life-insurance taxation by providing pertinent information about non 
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ay result 
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cancelable disability insurance. Part 1 discusses the nature of non-can as 
pertains to problems affecting income taxation, and part 2 discusses, from 

viewpoint of a non-can company, the various tests and income bases descri 
in the staff statement, 


PART 1. THE NATURE OF NON-CAN AS IT PERTAINS TO INCOME TAXATION 


Background of non-can 


5. The need for disability insurance.—Non-can, as a line of insurance, aris 
from the basic economic reliance of most Americans on earned income. Genera 
speaking, there are only three sources of income—income earned by a mai 
personal activity, income derived from invested capital, and income in the fo 
of gifts or charity. The economic welfare of most families depends almost « 
tirely upon income earned by personal activity, and while most families can sta 
a brief period of lost earnings, a protracted disability with consequent loss 
earned income spells economic tragedy. Disability insurance is designed to pr 
vide a substitute income during periods of disability, subject to such eliminati: 
period and to such limit of indemnity period as the policy contract may provid 

6. The meaning of “noncancelable.’—The ordinary policy issued to prote 
against loss from accident or illness és cancelable. It provides, in effect, tha 
continuation of the policy is subject to the consent of both parties, the insur 
and the insured. That result is reached either by a provision giving the insur 
the right to cancel upon due notice; or by a provision that continuation of th 
policy beyond the period covered by the current premium is subject to the conse 
of the insurer. Though such termination is without prejudice to any claim for dis 
ability already incurred, the insurer can eliminate the risk of future disabilities 
or can increase the premium charged for future renewals. 

7. Non-can policies, however, specifically provide that the insured shall hav: 
the right to continue the insurance in force until he attains a stated age, common!|y 
age 65, and the rates of premium payable by the insured are expressly set fort! 
and guaranteed in the policy. Non-can in its long-term and guaranteed renewabl 
feature, requiring the building up and maintenance of reserves to provide for fu 
ture risks, is closely analogous to life insurance, and is taxed with life insuranc 
under sections S01 to S07 of the Internal Revenue Code of 1954. 

8. The distinction between ordinary accident and health insurance and no! 
eancelable accident and health insurance is recognized in the staff statement at 
page 37, where it is said that “If the accident and health business of a life 
insurance company was taxed as if it were carried on by a casualty company, it 
still might be desirable to tax noncancelable accident and health business as life 
insurance business as under present law.” 

9. Other benefits —Although the previous paragraphs describe accident and 
health insurance in terms of loss of income only, “‘accident and health insurance” 
also includes insurance designed to reimburse the insured for expenses of hos 
pital and medical care. A large amount of such insurance is in force, and there 
are many accident and health policies which provide medical expense insurance 
only, with no income insurance. Non-can in the past has emphasized income 
insurance. Hospital and medical expense benefits have commonly been available 
as optional supplements in connection with noncancelable income policies, but 
separate expense policies without income benefits have not been as common in 
the non-can field as in the field of cancelable accident and health insurance. It is 
possible that in the future there may be a greater development of noncancelable 
expense policies. 

10. “Long-term” and “short-term” non-can.—Noncancellable income policies 
may be referred to as “long-term non-can” or “short-term non-can.” In that 
connotation the reference is not to the period over which the policy may be 
kept in force, but rather to the period during which disability income payments 
may be made. “Short-term non can” refers to policies under which disability 
income payments are limited to 1 or 2 years of sickness. “Long-term non-can” 
refers to policies for which disability income may be paid for 5 or 10 years of 
sickness. Long-term non-can is especially comparable to “income disability 
benefits” offered as supplemental riders on life-insurance policies, and is sold 
in close competition with such benefits. During the 1920’s and early 1930’s some 
companies wrote “life indemnity non-can,” under which the income might be 
paid as long as the insured lived and remained disahled, but disastrous experi- 
ence on those policies indicated that such an unlimited benefit could not be 
soundly and safely underwritten, on the risk of sickness (although life indem 
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nity benefits are still written for disability resulting from accident). Some otf 


the old life indemnity policies are still in force today, but no non-can policies 
issued in the last two decades have applied life indemnity to the sickness risk 

11. Improper uses of the term “non-can.’—A non-can policy cannot by its 
nature be canceled nor, after it has been issued, can it be limited or qualified, 
by rider or otherwise, so as to exclude a particular condition in case of de 


terioration of the insured’s health. These qualities, together with the fact 
that non-can policies have contained a minimum of exclusions and have been 
exceptionally well wudministered, have created for non-can a very high reputa 


tion generally, and especially among informed insurance agents and prospective 
buyers. ‘That has occasionally led to attempts in connection with sales solicita 

tion to apply the term “non-can” to policies which the insured did not have 
the guaranteed right to continue in force. In order to preserve the integrity 
of the term “non-can,” the National Association of Insurance Commissioners has 
acted to prevent such misuse of the term, and the insurance commissioners of 
several States have acted individually to prevent describing any policy as not 

cancellable unless it specifically guarantees to the insured individually the right 
to continue the policy in force at least to age 50. Thus the term “non-can” 
cannot properly be applied to a policy merely because the policy cannot be 
canceled during the term to which the last premium payment is applicable, but 


which the company can refuse to renew for the following preminm period, n 
to a policy which the company agrees to continue as long as it keeps a group 
of similar policies in effect, but which can be terminated if the other similar 


policies are also terminated. 

12. Under some non-can policies the premium may change at some stated 
anniversary, but even under those policies the premium payable at any given time 
is clearly stated in the policy and cannot be altered. There has recently de 
veloped, however, a form of “quasi non-can” insurance under which the insured 
is guaranteed the right to continue his policy in force until some stated age 
such as 65, but subject to the right of the insurer at any time to change the 
premium for all similar policies of the same class. Such policies share some 
of the important characteristics of non-can, but because the premium is subject 
to change they have unique characteristics of their own, and no attempt is 
made in this memorandum to discuss such policies or to comment on income-tax 
considerations relating to such policies. This memorandum is concerned solely 
with policies under which the premium is guaranteed, as well as the right of 
continuation. 


Comparison of Non-Can and Life Insurance 

13. It was the close similarity of non-can to life insurance in many important 
respects which caused the Congress in 1942 to tax non-can like life insurance 
by including non-can in the definition of section 201 of the Internal Revenue 
Code of 1939. The first part of the present staff statement “describes the 
technical aspects of the life-insurance business, with particular attention to thos« 
parts that may be related to income taxation,” and this section of this memo 
randum comments on the similarity between non-can and life insurance in those 
respects. 

14. Long term of performance.—Like life insurance, non-can involves a continu 
ing promise of performance over a great many years. A non-can policy issued 
at age 20 and guaranteed renewable to age 65 may be in force for 45 years, 
and benefits may be paid even after the policy itself has expired. Since income 
benefits on account of injury are frequently provided without time limit, and 
so may be payable for the lifetime of the insured, it is conceivable that a dis 
abled policyholder may live to age 90 or even 100 and still be receiving benefits 
on a policy issued as much as 70 or 80 years before. Throughout the entire 
term of the policies, the premium rates are those fixed when the policy was 
issued. Thus, as with life insurance, the premium depends upon assumptions 
made far into the future with respect to mortality, interest, and expense: and 
in addition to those assumptions there is for non-can the further contingency 
of accident or illness, known as morbidity, which must be estimated for the long 
future. As with life insurance, the risk of disability, and thus the annual cost 
to the insurer, increases as the insured grows older 

15. The necessity of fixing premiums on the basis of assumptions made far into 
the future, combined with the continuous increase in the cost of disability as 
the insured grows older, means that, as with life insurance, premiums are n 
all used in the year in which they are received. Current disability costs are 
less than the premium in early policy years and greater than the premium in 
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later policy years, and a reserve system precisely parallel to that of life insu 
ance is necessary in order to save the excess premiums paid in the early year 
to offset the deficiency in premiums in the later years rhe stat 


statemen 
noted that for life insurance there can be different reserves, 


resulting from dif 
ferent choices of interest rates and mortality, even to meet 
same policy obligations; and noted further (p. 29) that a “reserve system 
is only a rough allocation of future costs to various years,” and that 
income estimates of a life insurance Ccompauy are not reliable 
actual gain due to the long-term estimates underlying the reserve.” Thos 
statements have precise parallels in connection with non-can reserves, with the 
further complication of the additional assumptions for, and the greater uncertain 
ties of, the contingency of morbidits The reserve system for non-can is eve 
more complex than that for life insurance, not only because of the complicatil 
effect of the contingency of morbidity, but also because of the pattern of re 
serve requirements which has evolved in connection with the form of 
statements prescribed by the National Association of 
Chis point is further expanded in appendix B 

16. Another parallel between non-can and life insurance 


aunnu 
Insurance Commissione! 


resulting from t 
actuarial assumptiol 
operly be used for the same risk, as is brought out fol 


long-term reserve system is that different Combinations of 


WV pl ife insures 


page 21 of the staff statement Appendix B, referred to in the previous 


pai 
graph, shows that for non-can the 


assumptions as to mortality, persisten 
interest rate, morbidity, and reserve methods may be combined 
ferent ways to produce substantially 


Ih Various 
similar results, but with the byprodu 
that one method may assume a relatively higher rate of interest, 
than another, 

17. Still another parallel flowing from the long-term nature of the reserve 


system is that described at pages 5 and 31 of the staff statement in connectio1 


With reserve strengthening Experience may prove that the assumptions orig 


nally made were inadequate, so that a company’s reserves may be conservative 


skimpy, with corresponding effects upon the annual allocation of premiums 
and with the related problems 


ussociated with the concept of reserve strengthen 
ing. Those problems are as significant for non-can as for life insurance. 

IS. Competition The intensity of competition in the non-can field is fully as 
great as, and possibly even greater than, in life insurance 
the disastrous experience with life indemnity non-can 
four « 


For many years after 
in the early thirties only 
‘ompanies continued actively and aggressively in the non-can field, compet 
ing with each other, with commercial (cancellable) accident 


and health insur 
ance, Which was written aggressively by many companies, and with the disability 


income supplement which a few companies continued to offer with life-insurance 
policies. In the years since the war, however, a number of other companies have 
entered or reentered the non-can field, and most of the life Companies which have 
not done so are under pressure from their agency forces to do 


so. Thus, the 
non-can field today 


is characterized not only by the continuing competition of 
the established companies but also by the almost missionary zeal of the numerous 
newcomers, who include some of the most important, best established, and 
aggressive life-insurance companies 


ruost 
Nearly all companies selling non-can today 
are life-insurance Companies, including both stock and mutual companies, 


and 
both large and small companies. 


Thus, the company selling non-can insurance 
primarily or exclusively is in direct competition with the life-insurance com- 
panies. 

19. The companies selling the greatest volume of non-can are relatively small. 
There are, to our knowledge, three companies which sell non-can either pri- 
marily or exclusively, and which since 1942 have been brought into the life- 
insurance Classification for tax purposes, although they sell no life insurance. 
No casualty company, either stock or mutual, is among the companies aggressively 
selling non-can today Non-can is entirely a life type of insurance, as may be 
apparent from the intensely personal nature of the need which it satisfies and 
from its other close analogies to life insurance proper. To quote Dr. S. 8. 
Huebner, now president emeritus of the College of Life Underwriters, “Disability 
income insurance clearly falls within the life group of insurance coverages and 
is yust as urgent and logical for the average family head as is life insurance in 
its ordinarily accepted forms. Life insurance is regarded today by nearly every 
breadwinner as a necessity, aS a matter of course, and has reached tremendous 
proportions. Disability income insurance is just as much a necessity for the 
average tian with dependents, and in due course will also reach tremendous 
proportions. For the present the field of noncancellable disability coverage is 
largely untouched” (see appendix C). 
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20. Massachusetts Indemnity Insura! 
eferred to as selling non-can without life insur: 


hrough its own agents and in large part through 
for their clients the type of broad-gag none: 


which Massachusetts Indemnity specializes 
olicies written by Massachusetts Indemnity are 


10 years of sickness benefits. That is a much highet 
than is sold by any other established company in the 
son with the average life-insurance company, 

leader in the non-can field, is a relatively 

ssets are under S20 million and its total in 

21. Other tares.—The stat atement point 

ixed heavily at the St: ‘vel through pren 

ercent in 1953. That 
Indemnity, operating in 

f premiums We believe 


te of premium taxes 
2? Social importance 

san important plac 
i means of dischargin 
ents.” We believe tha 
vhose economic welfal 

American families 
emoval of the wage-earner 

eted by the deat! : 
he function of the 
replace income lost 
earner, life insurance is ¢ 
widows and other dependents” (staff stateme 
ible to provide a retirement income when old 
disability insurance prevents economic disintegr: 
disability strikes the wage earner lo quote Dr. Hue 
disability income insu is designed to protect 

orst of the 3 forms of ith to the self-supporting ind ual, the other 2 
the ‘actual death’ and the ‘retirement death.’ ‘ 10 becomes 
death S just as dead economically is he who n li \ dead * 
difference between the ‘living death,’ under condition * permanency, a 
actual death’ is only 6 feet of sod. And if anything, the living death is the 
economically.” 

23. Thus the following quotation from page 5 of tl iff statement is e« 
applicable to non-ean: “It has also been suggest hat in view of the unique 
character of the life insurance industry : at » of its social benefits it is 
neither necessary nor desirable to correlate the income tax on life 
companies with the net income tax on other corporations.” As the staff 
said at page 10, it is “important that the tax shall not in any way undermi 
fundamental soundness of these companies.” 


Vorbidity trends 

24. Analogy to annuities.—There are two important respects in which ne¢ 
is more like the annuity side of the life insurance business. The first is 
field of actuarial techniques Strictly speaking, disability income insur: 
is a “disability annuity.” The hazard insured against is not the termination 
life but the continuation of life A regular life annuity is concerned with 
continuing life of the annuitant, whether healthy or disabled : a disability ani 
is concerned with continued life only while disabled. To be even more techni 
actuarially, disability insurance is an annual premium deferred disabilit 
nuity, under which the insured pays premiums during a preliminary ‘ 
period, and the annuity is payable upon the subsequent attainment of con 
specified in the contract. In the case of the corresponding annual premiu 
ferred regular annuity, that condition is the attainment of retirement : ) 
70 or whatever age may be provided in the annuity contract. In the ec: 
disability annuity, that condition is the commencement of total disabili 
may start at any time during the lifetime of the policy ; and the disability 
is payable thereafter as long as the disability continues, subject to the limit of 


nnnit. 
if MtLELY 


indemnity period, which may be as long as 10 vears for sickness or, in the event 
of injury, without limit for the disabled lifetime of the insured 
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25. Subject to the additional contingency of morbidity, therefore, the actua) 
valuation of the annuity payable to a disabled policyholder is precisely analog: 
to the valuation of a regular annuity; and, during the active premium-pay 
period before the annuity commences, the theory of valuation of the “acti 
life reserves” on a disability policy is precisely analogous to the correspondi 
theory for an annual premium-deferred regular annity. In either case, the regula 
annuity or the disability annuity, the reserve for the annuity period itself | 
no counterpart in life insurance, which is concerned only with a single payme 
upon the death of the insured. It is the “active life reserve,’ or premiu 
reserve, which must be maintained during the premium-paying period of the 
deferred regular annuity policy and the deferred disability annuity policy, whic} 
is precisely analogous to the reserves for life insurance as described at tl 
beginning of the staff statement. For all three kinds of policies, life insurance 
deferred regular annuity, and deferred disability annuity or non-can, a porti 
of each premium payment must be “reserved” to pay the policy benefit in later 
years. All such reserves, however, the premium reserves under all three type 
of policies and the annuity reserves on regular and disability annuity policies 
are life-insurance reserves under the definition of section 803 (b) (former! 
section 201). 

26. The secular trend of morbidity.—The second parallel between non-can an 
annuities, and more important for this purpose than the technical parall 
described in the previous paragraph, lies in the trend of the principal contingency 
Which for annuities is mortality and for non-can is morbidity In this respect 
non-can, like annuities, is subject to greater risks and uncertainties than is life 
insurance. As the staff statement pointed out on page 7 with respect to annuity 
policies, “the company loses money if the annuitant lives a long time” and “as 
mortality improves over time the margin for annuity business is reduced while 
the margin for life business is improved,” so that “annuity business may tur 
out to be unprofitable on the whole, although it may show free investment income.’ 
For life insurance, as the staff statement points out on page 5, a decrease in mor 
tality improves the margin over assumed costs; but for annuities a decline in 
the rate of mortality increases costs and reduces or eliminates any margins 
allowed in the actuarial assumptions. Thus the long-term trend of improvement 
in mortality has had an adverse effect upon annuity costs. 

27. In this respect non-can is more closely analogous to annuities than to life 
insurance. The principal contingency controlling the cost of disability insurance 
is the rate of morbidity. Although the recent cyclical trend of disability expe 
rience has been down, the long-term secular trend has been up, thereby reducing 
the cost margin in disability premiums and reserves. 

2s. It may seem strange that the long-term trend of morbidity has been upward 
despite spectacular advances in medical science. The explanation lies largely in 
the changing concept of what constitutes disability. The upward trend is not 
an indication that people are becoming less healthy, although it is true that to 
an important degree the improvements in mortality have meant that some portion 
of the people whose lives are lengthened are disabled during at least a portion 
of the added life, thereby creating more disability than would have been the 
case had former mortality rates continued. The most important explanation of 
the increased disability trend, however, lies in the improved capacity of the 
medical profession for diagnosis and treatment. Our physicians today make 
early diagnosis of conditions which our grandfathers learned about too late to 
treat effectively, and in many cases the modern treatment involves disability at 
a time when the patient’s grandfather would have gone right on working, not 
even knowing that he was “sick.” 

29. Another important factor explaining the upward trend of morbidity is the 
improvement in our modern standard of living, and the part which disability 
insurance plays therein. A patient with disability insurance can afford a longer 
convalescence than a patient without insurance or other resources behind him 
Too long a convalescence constitutes malingering, but too short a convalescence 
may invite serious consequences. Some increase in the amount of recorded dis- 
ability, therefore, is a proper and desirable result of medical and economic 
improvement. The modern wonder drugs have tended to arrest the increase 
temporarily as respects short-term disability, but their effect has not been so 
great on long-term disability; in fact, they may have tended to accentuate 
the long-term trend by keeping alive some “impaired risks” who might other- 
wise have died. Thus the long-term upward trend in the amount of disability 
is really evidence of desirable progress. Its effect on disability insurance, how- 
ever, is a continuous reduction of the margin in the actuarial assumptions on 
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hich disability premiums are based, and to accentuate ertainty as to the 
nount of “surplus” which may be needed to pay future losses if the assump 
ms should be proved inadequate to cover actual future disability cost 

30. Disability cycle This is an appropriate place to comment briefly on the 


lisability cycle. Disability experience shows a cycle corresponding fairly closely 





ith the economic cycle. That is quite natural, because the psy¢ hological reac 
on to economically depressed conditions has a recognized adverse impact 

e physician’s problem in treating protracted disabilit The number of suel 
ises need not be large to have a considerable effect on the amount of disability 
Under short-term disability policies the insurer may expect, say, 200 claims a year 
rv each thousand policyholders Assume that depressed econo! conditions 
ere to result in 20 extra claims per thousand, or 2 percent of the exposure 
lwenty extra claims would represent a 10-percent fluctuation on the short-term 
on-can experience. Under long-term disability policies, characterized by longer 
aiting periods, the compa! may expect, say, 20 claims per vear for each 
housand policyholders In that case an extra 20, while representing a ft 
uency of only 2 percent of the number of policyholders, would be LOO-pere 
ictuation in the number of iims. Those figures are inexact, but as an illus 
tration do show the far greater impact of the disability cycle on long-term poli 
ies than on short-term policies. During the early 1930's, an index of short-tern 
disability experience rose from 95 in 1928S to a n mum of 116 in 1932, wh 

i crude index of long-term disability experience rose fre S in 1927 to 186 
1934. Appendix A enlarges on this subject of the disab evele fre he view 
point of long-term disability insurance 

31. To Massachusetts Indemnity, with its unique rge proport f lot 
term disability insurance, this difference in the impact of the dis y ‘ 
n short-term and long-term disability insurance is of particular portance 
ndicating as it does that a considerable amount of if pparent surplus 1 
well be needed to pay losses if and when the disability cycle changes from its 


present favorable phase to an unfavorable phase. 


32. Effect of overinsurance.—This is an appropriate place to refer als 
another factor bearing upon the future trend of the rate of morbidit; Past 
experience has shown the underwriting danger of providing too much insured 
disability income. If insurance income while disabled is as large as earned 
income, the incentive to return to work is badly weakened; the effect of over 
insurance on morbidity need not be illustrated further. It is an unde ting 


axiom that the amount of disability insurance income must be enough lower thar 
earned income so that the insured has an economic incentive to get back to work 
Not all underwriters agree, however, on what should be the maximum amount ¢ 
insurance on a given individual, and the intensified competition resulting fr« 
the entrance of many new companies into the non-can field, together with the 
further competition of cancelable A. and H. insurance, has brought about levels 
of total insurance on individuals which in the opinion of conservative undet 
writers are grossly and dangerously inflated. To a company such as Massachu 
setts Indemnity, with its emphasis upon long-term non-can, this situation causes 
grave concern—as to its impact on future morbidity by comparison with 
assumed rate, and the corresponding effect on surplus 

33. Morbidity assumptions are relatively untested.—One final further comment 
on the rate of morbidity may be useful. The foregoing paragraphs have cor 
trasted life insurance, with its improving loss margins resulting from the de 
creasing mortality trend, and non-can, with its decreasing and uncertain margins 
due to the increasing trend of morbidity. To this should be added one further 
important point. Morbidity is a much less definite concept than is mortality, and 
while mortality rates may vary among life insurance companies, the probable 
level and range of variation are much better established for mortality than for 
morbidity. Disability insurance on non-can policies, in other words, is a mucl 
more uncertain, untried, and experimental field than is life insurance. Dis 
ability insurers have considerable confidence in their assumptions for short-term 
non-can, especially at ages below 60. For long-term and non-can, however, there 
is less confidence in disability assumptions, even for ages 30 to 50 where the past 
exposure and experience have been greatest, and for older ages the actuarial as- 
sumptions necessarily contain a very large element of pure judgment. That is 
especially true at ages above 60. Until fairly recently, substantially all long 
term non-can policies terminated at age 60. Within the last few years, however, 
competition has resulted in extending the agreed termination date of most new 
policies to age 65. There was, and still is, almost no long-term non-can exposure 


} 


beyond age 60 upon which to analyze experience, with the result that the mor 
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bidity assumed for those ages for long-term non-can is based almost whol 
extrapolation from younger age figures which themselves are not too relia 
3 \ll these recent paragraphs describe problems and uncertainties associa 
with the actuarial assumptions underlying non-can which either have no count 
part in life insurance or have a much lighter ‘impact The effect is to der 

strate that for any form of non-can, but especially for long-term non-ca1 
uncertainties which will control the cost of the fixed commitments which 
company must meet through decades in the future at premium rates al 
determined are greater than for life insurance, so that the difficulty of 1 
annual estimates of income, and 





re 
ak 
the inexactness of the reserve system as a me 
of allocating future costs to various years, are greater for non-can than 

insurance, and materially greater in the case of long-term non-can 
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35. The purpose of part 1 of this memorandum was to show the import: 
similarities between non-can and life insurance, from the viewpoint of F¢ 
eral income taxation, and to demonstrate the soundness of the 1942 decis 
to tax non-cal ke life insurance, Part 2 of this memorandum discusses, f! 
the viewpoint of a non-can company, the various income bases and defi! 
tests described in the staff statement. 





Defining tests 

36. The present law contains in section SO1 a test designed to determi 
Whether a company’s insurance business is primarily life insurance and ho! 
can. The staff statement points out that it may also be necessary to t 
first to see if a company is primarily an insurance company This sect 
comments on those tests 

37. Nection S01 test A “life insurance company” is defined in section SO 
as “an insurance company which is engaged in the business of issuing lif 
insurance and annuity contracts * , or noncancelable contracts of healt 


and accident insurance, if its life insurance reserves (as defined in section Sf 


(b)), plus unearned premiums and unpaid losses on noncancellable life, healt 
or accident policies not included in life insurance reserves, comprise more tha 
5O percent of its total reserves.” 

38. “Life insurance reserves” are defined in section S808 (b) as “amount 
Which are computed or estimated on the basis of recognized mortality or mor 
bidity tables and assumed rates of interest, and which are set aside to mature 
or liquidate, either by payment or reinsurance, future unaccrued claims arisir 
from life insurance, annuity, and noneancellable health and aecident insurance 
contracts * * * involving, at the time with respect to which the reserve is co 
puted, life, health, or accident contingencies.” 

39. For a company with no insurance in force other than life insurance at 
non-can, that “life-or-not-life company” test ratio might be 100 percent, althoug 


the presence in connection with 


ith its life-insurance business of reserves not in 
volving life contingencies would normally produce a ratio lower than 100 per 
cent Prior to a quarter of a century ago Massachusetts Indemnity 
cellable rather than nonecancellable accident and health 


wrote cal 
insurance, and in re 
cent past years the company has written a trickle of cancellable insurance. <A 

] ] 


small and decreasing volume of that insurance is still in force, so that for 


Massachusetts Indemnity the test ratio is also slightly less than 100 percent 


increase from 92 percent it 


In 1953 the ratio was 99 percent, after a steady 1 
1942. That ratio indicates, incidentally, that cancellable business has accounted 
for some portion of the income tax paid by Massachusetts Indemnity, which has 
paid a Federal income tax in all recent years, including 1947 and 1948. Thus 
Massachusetts Indemnity will be affected by whatever 


decision is now made 
with respect to the future taxation of 


cancellable accident and health insim 
ance; but because of the small and decreasing importance of 


cancellable insur 
ance to this ¢ 


“ny, its officers express no opinion with respect to that 





decision 


10. The subsidiary company test The staff statement comments at page 44 on 
the problem resulting from “the situation where a life insurance company 
owned by one or more noninsurance companies and writes insurance related te 


the business of the owners.” Massachusetts Indemnity is not owned by or 


been able 
to imagine a situation where legislation or regulation aimed at the problem of 


affiliated in any way with any other company, and its officers have not 
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$1. The investment company tes On pages 41 i4 th 
cussed a type of abuse “in which fe « | \ s 
what would be needed to meet insurance oblig l 
ife Insurance COlnpany and in part ( 
was “to limit the amount of income to be treats S 
it Was suggested that “if taxable income were to be free ve 
the deduction could be limite to i “ ‘ 
the Company's actual reserve rates to its own re s 
to Massachusetts Indemnity figures in recent ye ‘ 
than the net investment income, a uld appare ite 

#2. There are two other aspects of this limit t 
insurance, which may be of interest to the staff hou we 
thereon. First, the accounting methods used for f 
under the Nationa Association of Insurance ( ( 
although interest on all reserves is as ed in pre 
as reported in the prescribed form of annua temen 
nterest in connection with the pro rata un ‘ yg 1 
pro rata unearned goss premium does not qualify as i¢ 
under the definition of section S03 yy, even t y 
actuarial structure shows that interest really is ass wi 
Chat point is further developed in appendix B Its signif 
because of that technica ity, the amount ol terest req (it 
f based solely on reserves which qualify as fe ‘ 
the true amount of interest required to maintain p re 
limitation of the deduction under the proposed f d 
understated 

3. The second point is that, since non-can (and espe v 
requires a higher ratio of surplus than is required f fe 
that twice the amount of reserve interest is a higher deduc 
mate life insurance Company than it is for a leg te on 
quite possible that for a legitima non-can cou l ce 
come into bearing, whereas if the same company had « ! 
life insurance in force, with a commensurately large l 
limit would remain higher than the deduction and so 1 ce 
follows that this method could result in a highe tax a 
company writing nor an oniyv than nh the nol | ( 
any volume of life insurance in force 

#4. An alternative method (p. 43) was “to res ' 
insurance company so as to deny any life-insu ‘ ‘ 
which has an excessive amount of investment incon One 
deprive the company of e e-insurance tre ‘ 
exceeded one half oL the premium mconme ‘I t pu ‘ 
understand it, is to make sure that the oOMpany Fh 
pany before treating it as a life company simply be 
reserves on whatever business it does have represe1 I 
and non-can. If the test is to assure that the comy a 
company, then all legitimate insurance prem 
denominator if this approa s adopted, the iw s 1 
“premium income” includes e pre is ona 
the company 

£5. A third test, not included in the stat iteme 
stand has been suggested as alternative to the 
test, is based upon the ratio of insurance rese f ssets 
this test is also intended distinguish companie \ ! 
companies, So that any itemel! of t S te 
clearly provide that the numerator should include pl I 
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legitimate non-can insurer might have a reserve-asset ratio lower than 50 percent 
especially if jt had a high Proportion of long-term non-can in force For th 

reason a company such as Massachusetts Indemnity would look With deep eo) 
cern at the reserve-asset fest unless jt were alternative Co an investment Income 
premium income test, 


16. Treatmy nt of cance lable accid¢ nt and health insurance. We have already 


said (par. 39) that because of the small and decreasing importance of cancelap)i 
accident and health insurance With this company, its officers express no opinion 
With respect fo the future taxation of that kind of insurance, as distinct fron 
noncancelable accident and health insurance. 


Bases of Dete rmining Taxable Income 


17. The “free investm; nt income” basis The staff statement Contains at pag, 
oO an illustrative comparison among the ¢ pany-by-company basis, the average 
rate basis. and the industry ratio basis for computing free investment income 
The “company by Company basis” uses the amount of interest required to Main 
tain reserves, computed at the company’s #etual required interest rates, as a de 
duction from the Company’s total net investment income, The “average rate 
basis” uses the company’s actual reserves in the Computation of its reserve de 
duction, but applies an industry-average required interest rate to its reserves 
rather than its own #ctual required interest rate. The “industry ratio basis” 
USeS neither the “OMpany’s actual] reserves nor its actual rate of interest required 
tO maintain reserves, and instead applies to the Company's own investment in 
come an industry Wide ratio Of interest requirement to total investment in 
come. Appendix B explains that the accounting methods developed under 
the National] Association of Insurance Commissioners for non-can reserves are 
Such that the Pro rata unearned gross premium (an element in the total reserve 





unearned Premiums) seems to be Computed without interest, and thus is 


Olnitted from “life insurance reserves” ag detined jn section 803 (b), even though 
e premium computations assume interest On all reseryes for non-can policies 
rhus any reserve deduction based upon the company’s own “life insurance re. 
serves” wil] understate the true amount of interest required to maintain reserves 
Thus the industry ratio basis gives the closest approach to true “free investment 
income,” unlegs the pro rata unearned grogs Premium is added to “life insurance 
reserves” jn computing the reserve deduction. 

18. The “MWMO8S8 ina Stment income” approach.—We Offer no comment on the 
gross investment income approach, except to Say that it Seems to create no 
Problems as applied to a non-can company, Provided al] definitions are care- 
fully examined from the Viewpoint of non-can 48 well as life insurance 

19. The “total income” basis.—_The fina] approach described in the Staff state. 
ment as a DOSSible basis for Federal] taxation of life-insurance companies is the 
total income approach. The Staff Statement, in commenting upon the total] in- 
come approach, noted at page 29 a Suggestion “that the Problem of dissipating. 
through income taxes, Surplus which might be needed to offset future extraor- 
dinary losses could be dealt With by a very long Carryback of net operating 
losses in the life insurance industry, for example, 20 years.” If any such prin- 
ciple Should be adopted, we query whether there Should he any limit on the 
carryback. Such a carryback applied to non-can would have the effect of pre- 
dicting the length of the disability Cycle and denying credit if a cycle actually 
exceeded that Predicted length. [Tf the Principle is valid at all. We suggest that 
is equally valiq Without introducing a limit w hich under extreme but Possible 
circumstances might Vitiate its purpose, 

50. We Suggest most Strongly that a long-term carryback jg 4n effective sub- 
Stitute for Surplus only if it can be suaranteed absolutely that the refund would 
be Available immediately and without question in case of need. Could sneh a 
Dotentia] carryback be listed as an asset? Would it Provide a hasis for con- 
fidence of Policyholders, SO necessary to the success of this business? 

51. We Point out further, with respect to the total-income 4pproach, that 


of the difficulties hoted in the Staff Statement’s discussion are at least 


equally applicable to non-can, particularly Such problems 48 difference jn the 
time of reporting income a8 a result of different reserve bases, Problems re- 
sulting from the use of different Valuation Methods, difficulties of accounting 
4nd legal definition, and transition Problems in connection with reserve levels 
and reserve Strengthening. For long-term non-can especially the diffienities 
of making an annual determination of total income are considerably 2Teater 
than for any other kind of business Written by life insurance companies, 
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52. The Life Associations’ basis —The staff statement described at page 47 








a plan presented in July 1954 by the Life Insurance Associations, under cl 
the tax would be the largest of taxable income computed in three ways; tl 
first based on dividends to policyholders, the second based o1 lividends 
stockholders, and the third on an industry ratio applied to net investment 
income after adjustment for annuity income, et We have no comment witl 






There is 1 






respect to the application of this basis to a non-can company 
difficulty in determining the amount of dividends to polievholders and stock 








holders, and for a company writing no annuities the third method seems to be a 
special application of the industry ratio basis of determining free investment 
income. Although the description of the third method was not clear on the 
point, we assume that non-can would be regarded as “life business rathe 

than as “other than life business” in the allocation of investment income 






D3. Special bases We make no attempt in this memorandum to comment 
upon the plans submitted by Acacia Mutual Life Insurance Co. and the Mut 
Life Insurance Co. of New York beyond pointi: out that the Acacia plar 
if applied to Massachusetts Indemnity figures would appear to be | 
with the company-by-company basis, covered in paragraph 
under the Mutual Life plan, if all expenses were regarded as deductions 


net Investment il ome 








computing net investment income, there would be no 
for a non-can company such as Massachusetts Indemnity 





Conclusion 





I vith respect 


54. The officers of Massachusetts Indemnity take no position tl 
to the choice of one method of taxation over another. They firmly believe, 
for reasons stated herein, that whatever basis of taxation is applied to life 





insurance companies writing life insurance 

panies writing non-can, whether alone or in conjunction with life insurance 
The officers of Massachusetts Idemnity are not so much concerned with the tax 
method which may be applied to them as they are that they be taxed by the 
same method that is applied to their competitors, and they point out that life 
non-car 


alone should also be applied to co 







insurance companies are almost literally the entire competition in the 
field. 
o>. We are also concerned that the tax basis which is applied to Massachu 


«be? 
setts Indemnity be expressed in legislation which has been carefully examined 
1 if 


to assure freedom from unintentional discrimination or hardship of the sort 
which can arise when legislation drafted with one kind of business in mind 
is also made applicable to a closely related but different kind of business. In 
that vou feel that a cor 















the latter connection, we offer to consult any time 
sultation would be helpful, and we request that we be given opportunity to 
examine any proposals which might affect a compan) 
before decisions are made with respect thereto 





such as ours, if possible 
















MEASURING THE [DISABILI1 CYC FOR LONG-TERM No» 





A 





APPENDIX 


It is well recognized that 
mately the cycles of business activity, but good quantitative measures ¢ 
disability cycle have not been available. We once pieced together such a measure 
from partial analyses of claims experienced by certain life companies or 
disability clauses during the late twenties and early thirties, but the 1952 Reports 
of Mortality and Morbidity Experience, published in April 1953 by the Society of 
Actuaries, now give a more comprehensi:<« basis for quantitative measurement 
of the disability cycle. 

The 1952 study was subdivided into four periods: Period 1, covering the depres 
sion years (between 1930 and 1935 anniversaries) ; period 2, covering the 
depression prewar years (between 1935 and 1939 anniversaries) ; period 3, cove 
ing the wartime years (between 1939 and 1946 anniversaries); and period 4, 
covering postwar years (between 1946 and 1950 anniversaries). Thus period 1 
can be regarded as depressica-time experience, period 4 as good-time experience, 
and period 2 as intermediate between good-time and depression-time experience 
Period 3, wartime experience, is not useful because wartime conditions made it 
impractical to study the rate of disablement during those years 

The schedules attached develop index numbers which show the relationships 
among the amounts of disability experienced in the different periods. Schedule 
III indicates that the depression-time experience of period 1 was approximately 
21% times as heavy as the good-time experience of period 4, and the intermediate 
is period 4. There is no magi 





there is a “disability cycle” which follows approxi 


Tr tiie 




























experience of period 2 was almost twice as heavy 
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Cal aecuracy mn those exact relationships Phe 





approximate methods, ignoring interest, and the 
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eycles on long-term noncancelable disability 
Schedule LV contains 
The computations 
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The study was based on tables 








Experience, published in April 1958 by the Socie 
to the 4 periods described in the text of this 


subdivided into 5 types of disability 
life-insurance policies, as follows: 
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Benefit 1. The strict total and permanent disabilit 





Benefit 2. The 90-day presumptive clause 
Benefit 
Renetit 








90-day presumptive clause with retroact 
120-day presumptive clause 
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The bulk of the experience was on benefits 2 an 














termination The comment in this 





bene Is 

















at disablement and by disability vear Ratios of 
expected claim terminations, based on the 1930 

















ated select termination r 








set of disabled life mortality 
tables it 
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ScHeDULE ITI.—IJndew of disability, by periods 


SCHEDULE IV Illustrative measurements of the disability cycle 


By making any desired assumption as to the nature of the disability cycle, we 
can estimate from the data of schedule IIT the extent to which recent good-tim«e 
disability experience must be loaded in order to develop 2 disability assumptior 
which would adequately measure the experience over an entire disability cycle 


| 
Assumption 1 Assumption 2 


Nun Dis 
ber abil 
f ity 
-ars | index 


Depression year . 
Ordinary years 0 3 193 544 
Good years I ) 000 


Total 
A verage rate 
Ratio of good-time 


perience to avera 


me exper em 
APPENDIX B. NON-CAN RESERVE ACCOUNTING PRACTICES 


The men who prepared the staff statement are clearly well informed on life 
insurance reserve practices, including the differences between full net level 
premium and preliminary term valuation methods, and the fact that the process 
of valuing life insurance reserves normally involves the use of mean reserve 
values or factors, which (subject to technical adjustments for policies on which 
premiums are paid more frequently than annually) take into account the full 
liability of the company with respect to policies which have not been terminated 
by death or lapse. The principles involved in valuing non-can active life reserves 
(as distinct from the disabled life reserves maintained on account of claims for 
existing disability) are precisely analogous, but because of accidents of historical 
development the accounting practices differ. The purpose of this appendix is to 
describe non-can active life reserve accounting practices, point out the differences 
from life insurance reserve accounting practices, and evaluate those differences 

The first pages of the staff statement point out in simplified form the computa 
tion of the life-insurance reserve. The simplified description necessarily omitted 
the complications introduced by the fact that policy anniversaries occur through- 
out the year but all pclicies must be valued on a given date, normally December 31. 
‘The procedure is to assume that the policies issued in any year were spread out 
evenly throughout the year, and that the average value would be the same as 
though all policies had been issued at the midyear point on July 1. Thus, whether 
a pelicy was actually issued early in January or late in December, it is valued 
by a mean reserve factor computed by taking the mean between the initial reserve 
and the terminal reserve, where the terminal reserve is the actuarial refinement 
of the accumulated savings element described on page 3 of the staff statement, 
and the initial reserve represents the terminal reserve plus that portion of the 
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When non-can was first recognized by the NAIC as presenting accounting and 
valuation problems different from those of cancelable accident and healt 
surance, those differences were recognized by wodilying the casualty state 
ment form, retaining the statement of the pro rata unearned portion of the 


) t (7 
reserve to reflect the as 





current premium payment and adding an additional 


ittributable to the noncancelable long-term nature 





culuulated unearned amounts % 
of the policy. A life company 
recently, to report the details of its non-can business 
arry the appropriate totals over to its life insurance statement. 

That history is important as explaining why non-can active li 


today are normally computed not as mean reserves, like life insurance, but as 
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premiums. The mean reserve, with adjustment 
current annual premium, would be a proper and feasible method of the valuing 
because the early history was developed ugainst 





non-can active life reserves, but 
the pattern of casualty accounting, the practice is to compute the pro rata un 
in the fashion used for casualty insurance, and then to 





earned gross premium 







compute the additional amount unearned by virtue of the noncancelable nature 
of the policy. 

The additional reserve is normally computed as a midterminal reserve; i. e 
the mean between the terminal reserve for the current policy year und the 





terminal reserve at the end of the preceding policy year. It can readily be 
shown that the difference between the mean reserve (with adjustment for un 
paid premium installments) and the midterminal reserve is equal to the pro 
rata unearned net premium (Where the net premium is that portion of the cur 
rent premium payment which is applicable to insurance rather than to ex 
pense) mitius a fraction of 1 year’s interest thereon. Thus if the pro rata 
reserve were based on the net premium the casualty statement method would 


be the actuarial equivalent of the mean reserve despite the difference in a 











counting methods. 
The foregoing discussion describes reserves for the insurance benefit without 


any adjustment for reserves on account of expenses. Lift 





insurance reserve 
insurance, befvure 


the present pattern of relatively high first-year expenses developed. If expenses 






practices were fairly well established in the early days of life 






were the same amount for each policy, year by year, then the only reserve 
necessary to allocate income to the year in which it is needed would be 


fe insurance co 





the net premium reserve. Thus it was logical for the first li 
panies to develop valuation practices based on the net level premium method 
The company’s actual commitment, however, is not merely to pay the prom 
ised policy benefits, but also to administer the policies, with the expense neces 
sarily attendant thereto Thus the company’s total liability is most accuratel 
meastred not by the net premium reserve but by a gross premium reset 
taking into account expected future gross premiums and expenses, as well as 
expected future policy benefits. Under a pattern of higher first-year expenses 
and lower renewal-year expenses a gross premium reserve, all other things 
being equal, would be lower than a net premium reserve. For reasons whic! 
appeared valid, life insurance valuation laws emphasized the net premiun 
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gross premium rather than a net 
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a 
good approximation to a proper gross premium mean reserve 
One result of this form of forced approximation of the midterminal reserv« 
that the interest rate used for the midterminal reserve may not be the in 
terest rate which the company assumes for its premium computations \ 
second result is that, although premiums 





are computed on the assumption 
vill be earned on all amounts reserved, the annual statement 
shows for non-can a reserve component (the pro rata 
minum) on which there seems to be no interest assumption 
actually was assumed for the total 


that interest 
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hidden in the process of forced aproximation 
This roundabout process of approximating a gross 
for non-can has come to be taken 
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premium mean reserve 
for granted, and for most purposes it has 
no especial significance so long as the approximation is reasonably and prop 
erly made. It has a significance, however, when income taxes are based upon 
the concept of free investment income. The significance is twofold. (1) The 
rate of interest expressed for the non-can midterminal reserve may, 
of the system of forced approximation, not be the 

premium computations; and (2) 
pro rata unearned’ gross premium 
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gives the appearance of not 
to an interest assumption, although in fact 
to the whole reserve structure 


Thus, by a technicality, the pro 
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rata reserve does not qualify as a life 
insurance reserve under the definition of section S03 (b), and under the com 
pany by company basis of computing free it i 











investment income, it is not easy 
to determine or to audit the amount of interest truly required to maintain non 
can reserves. Similarly, under an average rate basis, the average rate ap 
plied to the midterminal reserve component alone understates the true amount 
of interest required to maintain reserves, and it may be difficult to demon 


strata that it is proper to apply the average rate to the sum of the midterminal 
reserve plus the pro rata 



































unearned gross premium, A conclusion, therefore, is 


that the industry ratio basis is the most practical method of applying the free 
investment income approach to a non-can company. 

This discussion has not referred in any way to disabled life reserves, rep 
resenting liability on account of future benefits to policyholders currently 
abled. Disabled life reserves can be valued directly, without 
forced approximation such as_ historical 
spect to active life reserves 
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DISABILITY INCOME INSURAN(‘ 


All of the various forms of insu 
igs, namely, “property insurance” and 
f insurance are designed to protect owners 0 
ss of property accumuiations or anticipated 
hile the life forms of insurance have as the 
f the insured against the loss of his current 
bility income insurance clearly falls within the 
nd is just as urgent and logical for the average 
in its ordinarily accepted forms. Life insurance 
every breadwinner as a necessity is a matter of 
1iendous proportions. Disability income insuran 
for the average man with dependents, and in due 
lous proportions. For the present the field of no 
s largely untouched Yet the services of this 
pensable to the welfare of self-supporting individuals ; 
need for it will soon become apparent to al I t 
larization of the services of disubility incor 1 
in appeal commensurate, in permanency and stability 
built up for life insurance during the past quarter of a century 
Noncancelable disability income insurance is designed to protect 


“living death,” the worst of the 3 forms of death 
vidual, the other 2 being the “actual death 

Insurance is an economic proposition and is here 

way. He who become a living death, totally and permanently, 
economically as he who is actually dead He who becomes a 

but as it may happen not permanently, is also dead economically 
period of disability The difference between the living death, unde 

of permanency, and the actual death is only 6 feet of sod nd 

the living death is the worst economically The victir ill here 
consumer because of medical and hospital care—without be a produce 
family would certainly be better off financially with the victim actua 
than with him on its hands If the necessity of life insura against tl 
of current earning Capacity is recognized and it certainly is today, then 
seems also to require a recognition of the disability income coverage 
really death protection—insurance against the loss of current earning 

and is absolutely essential to the whole scheme of insurance designed 
self-supporting people against the loss of their current earning capacit 
insurance exists to protect dependents against the absence of a sufficient 
because the insured has been removed as an income earner, then disab 
come insurance is also necessary to protect the same dependents against 
absence of an adequate income, because the disabled insured has been rem: 


just as surely as an income producer, either permanently or temporarily 
REASONS FOR DISABILITY INCOME INSURANCE 


The inherent value of disability income insurance becomes more apparel! 
when we detail the specific benefits which are derived therefrom by the average 
man dependent on current earnings for the support of himself ad dependent 
household. Broadly stated, these benefits are three n number, namely 


(1) Vitally supplements existing life insurance We all know of instance 
where family heads have been incapacitated from earning a living because the 


were the victims of serious accident, or of serious illness, such as insanity 
paralysis, tuberculosis, cancer, nervous breakdown, heart disease, et« Althou 
amply supplied with life insurance, no special proceeds are availabie until deat) 
actually occurs, which may not be for year In the meantime the disabled 
person will be a burden on his family, and, as already explained, economica 
as unproductive as though he were actually dead. Had he died the family wonld 
have received the proceeds of his insurance; but since he continues to live the life 
insurance protection remains dormant A life-insurance program, as fam 
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protection, remains incomplete, unless there is incorporated somehow adequat 
provision for disability income protection. Such a coverage goes hand in hat 
vith the life-insurance coverage. The two are teammates, the life-insurance 
coverage protecting the family following*the actual death of the breadwinner 
ind the disability income coverage rendering the same service during the peri 
of disability prior to the occurrence of actual death Kither one alone fails t 
serve as complete family protection and leaves the insured a gambler with resp 

to his economic and social obligations to his dependents. 

(2) Prevents the forced lapsation of existing life insurance For most peopl 
accumulated resources are limited essentially to a home (often not paid for ir 
full) and life-insurance savings, the latter now exceeding in the United State 
a total of twenty billions of dollars. Moreover, for the overwhelming mass o 
middle-class families the only real potential estate there is to rely upon is the 
life insurance which becomes payable in the event of the family head’s deat} 
Had the victim of accident or disease died, the family would have received the 
yroceeds of his life insurance. But since he continues to live it may be necessal 
to sacrifice valuable insurance policies—and their value is now more appare! 
to the insured and his family than ever before—because in the struggle to provid: 
medical care and sustenance for the disabled individual and his family it becomes 
impossible any longer to pay the required premiums or to avoid drawing upon 
the accumulated savings (the reserve value) of the life insuran: 

Clearly, existing life policies should be kept alive and to the full extent. To 
lapse the policies, or to reduce their value because of necessity by borrowing, 
simply reduces the protection of the family with respect to the period following 
the insured’s death. It may be suggested that life insurance companies now 
grant the wWaiver-of-premium privilege in the event of total and permanent dis 
ability. But sight should not be lost of the fact that a very large proportion 
of the outstanding life insurance does not contain such a waiver provision 
Where no such provision has been made, its absence constitutes an argument for 
the taking of disability income coverage as a guaranty against the enforced 
lapsation of the life insurance. 

Again it may be argued that the accumulated reserves under life insurance 
(the savings) are available and erist for the purpose of employment during 
periods of emergency such as personal disability. Yet few policyholders relish 
the idea of using life-insurance savings for such a purpose. They know that 
whatever is taken from those life-insurance savings must be restored, or the 
life-insurance protection will remain smaller by the amount taken. And there 
is no assurance that a restoration of the life insurance savings fund will ever 
again be a possibility. Moreover, that life insurance savings fund is customarily 
viewed as a fund to provide for the old age of the insured and his wife, i. e., for 
the retirement death. How much better to have it understood that life-insurance 
proceeds are intended to meet the problems following the actual death of the 
insured, that the accumulated life insurance savings are intended to meet the 
problems following the retirement death and that disability income coverage is 
needed to preserve the life insurance for its two aforementioned purposes, as 
well us to meet the problems following the living death of the insured. Moreover, 
from a psychological point of view, the hazard of disability seems to appeal to 
most people even more strongly than the death hazard. As Mr. Edward W. 
Marshall, vice president and actuary of the Provident Mutual Life Insurance 
Co., and a writer of note on disability insurance, has so well said: “Total and 
permanent disability is feared instinctively by everyone. It does not appear 
so remote as death or old age. To a man or woman whose entire income would 
cease at disability the appeal furnished by the disability provision is strong.” 

The author of this paper has been an ardent supporter of noneancelable in 
come insurance for 30 years, and began its advocacy at a time when precious 
little interest was shown in that type of coverage. He was drawn to the idea 
by an actual personal experience. He lived with a family in 1904 where the 
family head had commendably supplied himself with $50,000 of life insurance 
Contracting tuberculosis, this insured became a living death for 5 years. Unable 
to attend properly to his business affairs because of his affliction, the insured 
saw his income gradually dwindle to the vanishing point. This unhappy result 
only aggravated his condition. The insurance at that time contained no waiver 
of premium provision. But even if it had, the family needed current income, 
For partial current support they drew upon the limited cash accumulations as 
sparingly as possible, but that resource was also exhausted in due course. The 
real struggle, as the author happens to know, was the preservation of the insur- 
ance protection for the family welfare. But it proved to be a losing fight because 
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he living death happened to be too long drawn out. Lapsation of the life insur- 
nee followed, and the actual death of the insured left a destitute f: 
uthor had often heard about the certainty of life insurance. But now he could 
ot help but realize that life-insurance protection in itself did not supply absolut 








: ertainty. There was a big loophole which needed to be closed in order to make 
he life-insurance program a certain one The life insurance itself had to be 
sured—since it Was dependent upon current income for its maintenance—and 
at became possible only for the self-supportir policyhold through the 
edium of noncancelable disability income insurance From that time on the 

ithor has pleaded for disability income coverage as a means of preventing the 

a rced lapsation of existing life policies. He, himself, has take iber imou 

- f that type of coverage, and can frankly state that, with respect to peace of 
iind and freedom from worry, it gives him as much pleasure as does his 


surance, 


(3) Furnishes current income to meet increased burdens and prt enta ft) 
haustion of humble family savings Aside from its life surance, the average 
mily also endeavors to accumulate a little savings fund—a little nest e; fo 





e future through the medium of a home originally started on a mortgage, a 


avings bank account, a building and loan association account, or some othe 


pe of depository account. Such savings fund also gives much pleasure to the 
ivifty individual. To him it is the armor and shield against the unknown emer 
gencies of the future. The pleasure of the fund lies not in the spending thereof 
ut in its preservation and continued reasonable growt] 

Yet how rudely such funds are often dissipated by the disab y of the pers 
hose labor and sacrifice have been the power behind he creation of the fund 


n the event of such disability, a loving family must decide between expenditure 
r the restoration of the income provider and the preservation of the nest egg 


nd. The decision is nearly always in favor of the expenditure of the fund 
fact, a loving family usually ignores all feeling for the future, and spends 


nerously in the interest of the disabled income provider, even though destit 


m is the result in event of failure to overcome the sability Under such 
rcumstances, it is clear, the family stands in need of a special income to meet 
ts increased burdens, instead of being obliged to use up what little surplus 
there might be in the struggle to keep the household ng and the desire to 
keep intact the savings of past toil and thrift. 





EXTENT OF THE HAZARD 
It is not sufficient to emphasize only the sinister character of the consequences 
resulting from total disability. The frequency with which the hazard strikes, 
and thus brings about those consequences, should also be stress« Oo show that 


the risk of total disability is a major one 

Using the data of fraternal orders, Dr. Bruce D. Mudget explained (in 1915) 
that: “The chance that a person aged 20 will become disabled within his lif 
expectancy is 1 in 25; at age 35, 1 in 10; and at age 45, 1 in 5.” No one would 
think of accepting a life-insurance policy which excludes accidental death ot 
death from so frequent an ailment as heart disease. Yet Mr. Edward W. Marshall 
n summarizing the best available data based on life-insurance-company expe 
rience, has pointed out (Annals of the American Academy of Political and Social 
Science, March 1927) that: “Under the 90 days’ disability provision, the like 


hood of becoming disabled before age 60 and receiving benefits for a longer or 





shorter period is over three-fourths as great as the risk of dying before that age 
The risk of becoming disabled before age 60, and continuing in this condition for 
at least 2 years, is several times as great as the chance of death from accident 


befo 

The nature of the total disability hazard to the insured is indictaed by the 
Actuarial Society of America’s analysis of 6,845 disability claims experienced 
under the 90 days’ clause of life-insurance companies. The analysis shows that 
tuberculosis contributed 20 percent of the total cases, accidents 18 percent 


‘e age 60.” 





ralgia, neuritis, and similar diseases 8 percent, insanity, melancholia, pares 


and neurasthenia 5 percent, appendicitis 5 percent, rheumatism 4 percent, cancer 





i and other malignant tumors 3 percent, diseases of bones and organs of oO 
tion 3 percent, heart disease 2 percent, Bright’s disease 1 percent, a 
causes 31 percent. Nearly every owner of a residence is careful to have i 
sured against the fire hazard, and does this is a matter of ordinary practi 
business precaution. Yet the striking power of the aforementioned 1 erous 
causes of personal disability is greater than the str g power of the fire rd 


to a residence 


vot bb oe = 
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ADVANTAGES OF THE NONCANCELABLE AND INCONTESTABLE FEATURES 


The importance of the noncancelable and incontestable features of the dis 
ability income contract, and the resulting premanency of the arrangement, can 
not be stressed too strongly. Ordinary accident and health policies may be car 
celed in the great majority of instances, and cannot therefore be maintained at 
the option of the insured. Such contracts are usually written for a term of 
1 year, and the insurer is free to refuse a renewal of the risk. Should the expe 
rience become increasingly greater by reason of disease or accident or because 
of advancing age, although the case under consideration is entirely free of any 
moral hazard, the insurance arrangement may be terminated. This is clearly 
a detrimental act to the insured, since it deprives him of permanent protection 
without any personal fault of his own, and just at a time when the protection 
is sorely needed. 

For many years life-insurance contracts have offered the advantage of being 
unilateral in character, and also incontestable after a reasonable period, i. e 
subject, after a comparatively short and reasonable period, to termination only 
at the option of the insured. Inclusion of the incontestable feature in life in 
surance was hailed as a great liberalizing step in that great branch of insur 
ance, and rightly so. Peace of mind through a feeling of security is an out- 
standing advantage. No forward-looking policyholder relishes the ideas of non 
permanency and of the constant specter of a legal contest. The all-important 
thing in the word “insurance” is the word “sure.” The noncancelable and in 
contestable features add greatly to the assurance of the arrangement and tend 
to dispel the cloud of doubt from the insured’s mind. The insurance companies 
should be given a reasonable period to satisfy themselves concerning the honesty 
of the application for insurance. Thereafter, if no action has been taken, the 
arrangement should be conclusive and binding, and not subject to a reopening of 
matters upon which the acceptance of the insurance was originally conditioned. 


rHE FUTURE OF NONCANCELABLE DISABILITY INCOME INSURANCE ASSURED 


Disability income insurance has gone through the experimental stage during 
the past 20 years, and, as was to be expected, is now on trial. Serious mistakes 
have been made by the insurers and the losses have in many instances been 
staggering. The companies have been obliged to face many underwriting prob- 
lems in the light of human weaknesses. They have had difficulty in judging the 
moral hazard involved, in determining proper limitations to be placed on the 
amount of insurance to be granted, and in appraising correctly many factors 
which experience showed to be beyond the control of the companies 

But in spite of all the tribulations that disability income insurance has labored 
under, it seems unbelievable that this type of coverage will be minimized in the 
future. Instead, I believe that is here to stay and that, with the experience of 
the past as a background, it will receive a new impetus and will gradually, and 
later rapidly, develop into its rightful place as an economic and social servant 
for good to the community. The service rendered by disability income insurance 
cannot be supplied in any other way. The frequency of the hazard is large, and 
the consequences of disability are severe, often more severe than if death had 
claimed the family head. The need for the coverage is such that service to the 
community requires that it be given in as substantial a way as is practicable 
The main problems of the past have been managerial and social, and these the 
business of insurance may be counted upon to overcome. 

Judging from current thought on the subject, the approach toward a solution 
of the difficulties surrounding disability income insurance seems to be along 
three main lines, namely, (1) improving the selection of risks in the interest of 
elimination of the moral hazard, (2) making the insured a coinsurer with the 
insurance company, and (3) limiting the liability of the insurance company to a 
stipulated total. Under the first, it is sought in the underwriting, by all the 
known factors available, to inspect the applicant sufficiently to be reasonably 
certain of his will to work. Clearly, every effort should be made to eliminate 
the moral hazard by making certain that the applicant has basically the urge to 
work and the conscious feeling that illness is undesirable since it means a redue- 
tion in his earning capacity. 

Moreover, it is felt that the insured should be a coinsurer with the insurance 
company, say on a 50-50 basis, with an adequate waiting period, and a reason 
able limit beyond which the company will not participate. The waiting period 
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; not as serious as it may seem, in view of the greatly reduced cost of the insur- 
ce coverage aS a consequence in comparison with the annual charge which 
suld be necessary if the waiting period were eliminated or shortened. More 
er, the real purpose of disability income insurance is protection against some- 
ng of real consequence, i. e., not protection against the loss of income for a 
ort period which can easily be met fairly through one way or another, but 
stead, protection against the breaking of one’s financial backbone owing to a 
ig period of disability. 
Limitation of the insurance company’s liability to a stipulated total of from 
0,000 to $30,000, as contrasted with continued monthly payments throughout 
disabled life should not meet with much opposition. Promised payments 
oughout life, instead of payments for a term of years only until a stipulated 
al has been paid, would be better for those whose disability extends over a 
ig stretch of time. Yet such cases of long disability are comparatively rare. 
e overwhelming majority of disability cases do not extend beyond a few years, 
» victim either dying or recovering. Moreover, it is argued that it is just as 
gical to have a $10,000 disability policy as it is to have a $10,000 life-insurance 
ilicy. In nearly all forms of insurance it is the rule to limit the total amount 
liability. The $10,000 disability policy may, it is true, prove inadequate in 
ertain cases for the insured and his faimly. But so also may a $10,000 life- 
surance policy prove inadequate for the widow and children 


APPENDIX D. Extract FRoM SENATE REPORT No. 1631, T71H CONGRESS, 
2D SESSION, PP. 144-145 


Technical changes are made to distinguish in a clearer manner the types of 
isurance contracts included and to emphasize the fact that the unearned pre 
iums and unpaid losses on noneancelable life, health, or accident policies, not 
neluded in life-insurance reserves, are included for purposes of the definition of 
life-insurance company only. Since nonecancelable contracts of health and 
ccident insurance require the accumulation of substantial reserves against 
creased future risks, the writing of such insurance is analogous to life insurance 
nd the definition has been changed to permit such companies to be taxed as 
fe-insurance companies. The unearned premiums and unpaid losses on non 
ancelable life, health, or accident policies, not included in life-insurance reserves, 
re added to such reserves in determining whether a company is to be considered 
life-insurance company. The life-insurance reserves defined in subsection (¢) 
2) as they pertain to noncancelable health- and accident-insurance policies are 
those amounts which must be reserved, in addition to unearned premiums, to 
provide for the additional cost of carrying such policies in later years when the 
nsured will be older and subject to greater risk and when the cost of carrying 
the risk will be greater than the premiums then being received \s the term is 
ised in the industry, a noncancelable insurance policy means a contract which 
the insurance company is under an obligation to renew at a specified premium, 
nd with respect to which a reserve in addition to the unearned premium must 
be carried to cover the renewal obligation. In view of the fact that classifica 
tion as a life-insurance company depends upon whether certain reserves com 
prise more than 50 percent of its total reserves, the term “total reserves” is 
defined. This will make it easier to determine whether an insurance company 
can qualify as a life-insurance company 


THE CITIZENS NATIONAL BANK OF Waco 
Waco, Ter., December 16, 19 
HousE WAYS AND MEANS SUBCOMMITTEE, 
House of Representatives, Washington, D. C 

GENTLEMEN: Newspaper articles indicate that representatives of the insur 
ance companies appearing before your subcommittee are contending that the 
present method of taxing them is too high and that the rate should be reduced 
so as to more nearly conform to the taxation of mutual savings banks and savings 
and loan institutions. 

There is no good reason why insurance companies, mutual savings associations, 
and building and loan associations should not pay the same income taxes as 
levied against corporations. A reasonable allowance for reserves should be per 
mitted, but it is a great injustice to their taxpaying competition to permit them 
to go virtually tax free. 





424 TAXATION OF LIFE INSURANCE COMPANIES 


Two wrongs do not make a right, and correction should be made by increasing 
the tax on mutual associations rather than reducing the tax on insurance com 
panies. 

There is no reason why insurance companies should not pay tax on the sub 
stantial profits they, enjoy from favorable mortality experience and why the) 
should not pay a rate on their investment income comparable to the rate charged 
banks and other corporations. 

To illustrate the injustice of the situation, you will find enclosed a photostatic 
copy of a piece of literature used by a Texas insurance company in order to sell 
stock, wherein they are lately bragging about the terrific tax advantage they 
enjoy. 

Another example of the unfairness of the present situation was illustrated 
the other day when I contacted the head of a local building and loan association 
regarding a contribution to our united fund. I was told that contributions could 
no longer be made, since the present form of taxing building and loan associations 
resulted in their being able to avoid taxes so long as they could transfer all earn 
ings to a reserve. <A donation to our united fund being limited in deductibility 
would result in their having to pay a small amount of income tax; therefore, no 
donation was made. Certainly this is not a proper result of taxation. 

I would appreciate your acknowledging this, as it is written in complete sin 
cerity in a desire to acquaint you with the facts. 

No doubt I will hear from some of my insurance friends about it. 

Yours very truly, 
WaALTerR G. Lacy, Jr., President 


SoME ORSERVATIONS ON THE TAXATION OF LIFE-INSURANCE COMPANIES 


(By R. T. Collins, assistant professor of economics, Alabama Polytechnic 
Institute, Auburn, Ala.) 


The House Ways and Means Subcommittee did a very commendable job in 
analyzing the various issues involved in the taxation of life-insurance companies 
In the following comments 1 or 2 of the claims included in the report will be 
rejected. In general, comments will be limited to a very few of the highpoints 
involved, 

SELECTION OF TAX BASE 


In the absence of overriding considerations, the most inclusive tax base should 
be given priority when choosing tax bases. This tax base is the total income 
approach which includes premium and miscellaneous income as well as invest- 
ment income. 

This approach was used during the Civil War, with no objections raised, and 
again in the 1909-21 period. In 1921 the total income approach was discarded in 
favor of an investment income approach. The House had rejected the invest- 
ment income approach in 1918. The reasons for discarding the total income 
approach were primarily two, namely : 

1. The total income approach was producing inadequate revenue 

2. Administrative considerations. 

A third, but much less significant, reason involved the theory behind the tax 
It will now be shown that time has proved the first two reasons to be fallacious. 

There is no adequate guide as to the amount of revenue a general tax should 
produce from a given industry except equitable treatment between firms within 
an industry and between firms in different industries. The experience gained 
in life-insurance-company taxation since 1921 has indicated that an investment 
income approach is not satisfactory either as a revenue-producing approach or 
as a method to secure equitableness between firms within the life-insurance 
industry. Use of an investment income approach as a substitute approach for 
the total income approach because of revenue considerations is therefore not 
valid. 

One of the main arguments against the total income approach has been the 
difficulty of administration, This is a myth. Using tax cases which have arisen 
as a criteria for difficulty of administration it is found that the investment in- 
come approach has been the most difficult to administer. There have been at 
least 10 times as many cases under the investment income approach as there 
were under the total income approach. The administrative argument is thus 
also invalid. 
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FEDERAL INCOME TAXES 


LIFE INSURANCE COMPANIES PAY FEDERAL INCOME TAXES UNDER 
SPECIAL REGULATIONS OF U.S. INTERNAL REVENUE DEPARTMENT 


HOW TAXES ON ORDINARY CORPORATIONS COMPARE WITH LIFE INSURANCE 
COMPANIES: 







FEDERAL INCOME TAX ON AN 
\ ORDINARY CORPORATION FOR 1951 


When an ordinary corporation makes a profit 


WPT TE MINIMUM \ of $100,000.00, the amount available for 
Pat 4112% Dividends to Stockholders is greatly reduced 


ommend |('|(({II| ‘$00,e00ee PROFIT 
INCOME 


1) MINIMUM FEDERAL INCOME TAX APPROXIMATED 
| I\F\ $41,500.00 
Jib 


MAXIMUM AVAILABLE FOR DIVIDENDS TO 
STOCKHOLDERS 


$58,500.00 





FEDERAL INCOME TAX ON A 
LIFE INSURANCE COMPANY FOR 1951 


When a life insurance company makes a profit 
of $100,000.00 the amount available for div 
dends to Stockholders is only reduced a very 


small amount by Federal income taxes 


AVAILABLE 


zy $100,000.00 PROFIT 


DIVIDENDS 





MAXIMUM FEDERAL INCOME TAX 


$3,750.00 


MINIMUM AVAILABLE FOR DIVIDENDS TO 
STOCKHOLDERS 





$96,250.00 
The theory argument was the weakest of the arguments against .the 
income approach. There has not been a single article by a tax writer, in which 
this question is discussed, which has not concluded that the total in e 2p 
proach was better in theory. The first suggestion that I have been able to tind 
concerning the use of an investment income tax was in Wisconsin Insurance 
companies wanted to substitute an investment income tax for other taxes. ‘Twe 
of the major arguments used to advance the investment income approach will be 
discussed next. 
MUTUALITY AS A BASIS FOR TAX DISTINCTI: 


One of the most bothersome factors has been the predominance of mutual 
companies in the life-insurance field. It has been a bother primarily because 
of a lack of understanding of the nature of profit Mutual companies are not 
nonprofit organizations. Profit is the return which accrues to the owners of 
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an organization. The owners of a mutual company are the policyholders—t 
receive any extra gains and must bear the losses if the company becomes 
solvent. The mere fact that they do not own stock is not a criterion of pri 


A very good case can be made for taxing the policyholder-owner and the « 
pany as a single unit. This applies to all corporations—does a corporati 
have a taxpaying ability separate from the owners of the corporation? 
long as other corporations must pay income taxes, equity of treatment dicta 
that all life-insurance companies do likewise. 












NATURE OF INSURANCE SURPLUS 












Mutual insurance companies earn “profits” for their policyholder-owne 
Some of these profits are retained in the form of surplus. It is argued tl 
this surplus differs in degree, if not in kind, from the surplus of ordinary cor; 
rations. There is little to substantiate this argument. 

An ordinary corporation retains earnings to expand and to protect their 
vestinent against contingencies. Insurance companies maintain a surplus 
the same reason. The policyholder-owner, acting as owner, elects a board 
directors Who decide how much is to be distributed as dividends and how mu 
is to be retained as additions to surplus. Is this surplus retained to prot 
the policyholders directly, or to protect the insurance company as a going co 
cern, Realistically, the surplus is to maintain the company as a going conce) 
and only protects the policyholder indirectly. Also, States do not require th 
surplus be maintained except where mutual companies wish to eliminate 
assessment clause from the insurance contract. Insurance-company surp! 
thus differs neither in kind nor in degree from the surplus of other corporatior 
















INEQUITABILITY OF CURRENT TAX METHOD 












I have checked the ratio of income taxes paid to the additions to surplus pl 
dividends declared of certain stock-life-insurance companies. The companiec 
investigated had five or more million dollars of “profit” each year. The per 


centage of income taxes to “profits” varies from S percent to 21 percent. Th 








was at a time when income-tax rates for corporations earning this profit wa 
52 percent For the same period the ratio of taxable income to taxes of t1 
central reserve city banks in New York and Chicago amounted to 38 percent 
This would indicate that the current law is inequitable both as between stoc! 
life-insurance companies individually and between stock-life-insurance companie 
and other corporations. 



















EFFECT ON NEW AND SMALL INSURANCE COMPANIES 















It is argued that the establishment and growth of new companies would be 
retarded by the use of a total-income approach. This is not true. 
1. During the early vears of 





a policy the acquisition and other expenses exceed 
premiums Thus only under a total-income-tax approach would the companies 
be exempt as it is the only approach which allows acquisition and operating 
expenses as deductions 








» 


2. A small company is much more subject to fluctuations in experience as the 
law of large numbers will not operate to the same extent that it 





does in a large 
company Che ability to reduce income by deducting underwriting losses would 
tend to protect the small company rather than destroy it 









rHE INSURANCI 







INDUSTRY AND SPECIAL TAX TREATMENT 




















I feel that the life-insurance industry is making a grave mistake in seeking 
special tax treatment. Special treatment can have unfavorable as well 


as 
favorable results. The size of the 


ndustry has been enough to attract investiga 
tions. Special tax treatment which is unwarranted will add another weapon 
to the arsenal of those who recommend investigation and harassment of the 
insurance industry 

















CONCLUSIONS AND RECOMMENDATIONS 





After a detailed study of the total picture, only a few of the highlights have 
been presented here, I came to the conclusion that the only equitable and perma 
nent method of taxing life-insurance companies was under a total-income ap 
proach. Some of the more cogent reasons were included above 
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A total-income approach should include the following provisions : 
1. The dividend deduction should be limited to the mortality saving allocation 
used by the company, or to the percentage of dividends declared that premium 
income bears to total income. 

2. Company tax returns should be on an accrual basis, at least in all major 


respects. Minor items such as furniture and fixtures could be on a cash basis 
it the discretion of the Bureau. 












RS ASSOCIATION 
OF AMERICA, IN¢ 
Dallas, Tex., December 138, 1954 


INSURANCE POLICYHOLD! 






Hon. THoMAS B. Curtis, 
House of Representatives, Washington, D. C. 

DEAR Sir: It came to our attention because of an article in the Dallas Morning 
News, December 12. that your committee was studying the problem of taxing 
life-insurance companies. 

We have studied this situation rather extensively and have found that the 
greatest profit to a life-insurance company accrues from three sources; none of 
which is taxed: 

1. Mortality profit: The mutual companies contend that this mortality profit 
is passed on to the policyholder, or supposedly, company owner, but we could find 
no evidence to substantiate this claim 

2. Reserve profit: The article referred to above mentioned that most of the 
premium is set aside for future benefit of the policyholder. This is not true 
unless the policyholder maintains his contract for many more years than is now 














the national average. One well-known actuary wrote: ‘The insured actually pays 
for all of the protection he receives over and above the amount paid for the 
creation of a reserve.” When the policyholder dies, the reserve or cash lue 

} + 





is generally lost by the policyholder or beneficiary to the company (and has 
been taxed) or, if the policyholder cancels a contract, taking down his cash value 








which in most cases, is much less than the reserve (this is called “surrender 
charge’) showing the company an even greater profit than would have been 
realized that year, had the premiums been paid. This profit has not been taxed 

3. Investment profit : This investment pront is supposed vy credited to the 
policyholder. If it were so credited, it would be taxable to the recipient he 





policyholder. The record shows that the investment earnings of companies 
great many years, has exceeded the number of dollars paid out by the combined 







companies as death benefits 






There are a great many ills that are in need of a cure in the life-insurance 
business as it exists today, from the policyholders’ standpoint. The reason for 






the formation of the Insurance Policyholders’ Association of America, ; 
to bring about a concentrated effort to correct these ills. A book has recently 
been brought to our attention that points up ma of these ills and offers a pos 
sible solution to most of them. Is it entirely possible that we may be able to ge 
one of these books in your hands, if you would be interested 

Taxes levied against unearned profits is suggested. The huge reserve 















loans being made to corporations for 100 years prove this money does not belong 
to the policyholder, but to the company. No policyholder ysuld consider lending 
his money for 100 years. To put this amount of money int he hands of pol 
holders would place it in a ti bie position, by creating e spendable d 

We hope that the above mi be of service to vou. and that vou will feel fre 








to call upon us for any further informatio1 


Sincerely yours, 










THomaAsS B. Curtis 
Chairman, Subcommittee on Taxation of Life Insw ce Compnties 
Committee on Ways and Means, 

Old House Office Building 


Hon 







We have been informed concerning the presentation to your subcommittee by 
Mr. Haughton Bell, of the Mutual Life Insurance ¢ of New York, suggesting 
adjusted investment income as a base for taxation of life companies and also 
that representatives of the Life Insurance Association and the American Life 
Convention have suggested a similar base. 
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We approve of these suggestions and urge their adoption with the fui 
suggestions made by Mr. Bell and others that due consideration be given to 
similarity between mutual life-insurance companies and mutual savings 
loan associations together with full consideration of the clear implication 
Public Law No. 15 requiring the relation of the burden of Federal taxation to t 
total tax burden borne by life-insurance companies under State and Federal 1 
laws. 

BANKERS LIFE INSURANCE Co. OF NEBRASKA 
By Howarp 8S. WILson, President. 





THE Fipetity Mutua Lire INSURANCE Co., 
Philadelphia, Pa., December 15, 1954 
Hon. THOMAS B. CurRTIS, 
Chairman, Subcommittee on Taxation of Life Insurance Companies, 
New House Office Building, 
Washington, D. C. 


Dear Mr. Curtis: It has been called to our attention that in testimony offer¢ 
before your committee today by Mr. Schmuck, of the Acacia Mutual, our « 
pany was referred to as one which was hurt in the application of a flat-t 
basis. 

Earlier today Mr. Norman Harper, our actuary, told Mr. Alfred Guerti 
actuary of the American Life Convention, over the telephone that we wou 
not object to a flat-tax basis. 

We take this position largely from a feeling that our business should present 
united opinion to your committee in the best interest of all concerned. 

While we prefer the flat-tax theory, we feel 644 percent is probably on the hig 
side, and your sympathetic attention to the percentage in question would | 
creatly appreciated. 

Very truly yours, 











EB. A. Roperts 














STATEMENT OF LEO GOODWIN, PRESIDENT, GOVERNMENT EMPLOYEES LIFE INSUR 
ANCE Co., FOR RecorD IN LIEU OF PERSONAL APPEARANCE 
















Government Employees Life Insurance Co. of Washington, D. C., is a capita 
stock life-insurance company organized in 1949, specializing in life insurance fo 
Government employees and officers in the armed services. While it has limited 
its sales to these specialized categories of eligible policyholders, the compan 
has had a satisfactory growth during its 5 years of operation. 

We believe our company is sufficiently representative of the considerabl« 
number of small and moderate-sized life-insurance companies in the United 
States to warrant a statement of our views concerning the various formulas 
for Federal taxation of life-insurance companies which is now under considera 
tion by the Subcommittee on Taxation of Life Insurance Companies. 

For more than 30 years—since 1921—investment income has been the base 
for Federal taxation of life-insurance companies. Until 1951, the tax was levied 
upon free-investment income—the excess of net investment income over the 
interest required to maintain policy reserves. Since 1951, the tax at a smalle! 
rate has been levied upon net-investment income without allowance for required 
interest on reserves. In our opinion, the current formula has proved to be both 
simpler and more equitable to the industry as a whole, while producing a sub 
stantial tax yield to the Government. 

Under the investment-income formula of Federal taxation, the life-insurance 
industry has had an outstanding development, and has been able to provide a 
steadily improved quality of life-insurance protection on progressively bette 
terms. What is equally important to our national tradition of free enterprise, the 
tax structure has not impaired the incentive to private enterprise to establish 
new life-insurance companies. Indeed, so many companies—both mutual and 
stock—are now in this field that the life-insurance industry can properly be 
described as one of the most highly competitive businesses in the United States. 

In the face of these accomplishments, it would seem wise not to disturb the 
existing tax formula, either in principle or by any increase in rates, 

We respectfully urge that the subcommittee should consider maintenance of 
the present tax formula, at no higher than the prevailing rates. 
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Che following memorandum was submitted by Mr. Haughton Bell, 
e president and general counsel, the Mutual Life Insurance Co. of 


w York:) 
DISPROPORTIONATE Errect AS BETWEEN SEVERAL Com 


{ORANDUM SHOWING 
DIVIDENDS TO POLICYHOLDERS ON BASIS 


ANIES OF DISALLOWANCE OF PORTIONS OF 
DESCRIBED ON PAGE 30 oF “A PRELIMINARY STATEMENT OF 
WitH RESPECT TO THE FEDERAL TAXATION OF Lire INSURANCE COMPANIES 


NOVEMBER 1954” 


rHE Facts AND ISSUES 


“>. Dividends to policyholders as they affect the tax,’ 
Statement,” there would be 


in the computation of 
this disallowance as it 


in the basis described in 
agraph 3 on page 30 of the above “Preliminary 
tain amounts of dividends to policyholders disallowed 


total income less dividends A calculation of 


ax on 
below shows the following 


uld affect the companies listed approximate 


sults: 


tual Life 

tropolitan 

litable 

thwestern 

vy England- 
ichusetts Mutual 
1a] Benefit 


Only the effect on the Mutual Life is shown in relati to estimated divide 
ncurred in 1954 (payable in 1955), because data for the other companies is not 
yet available. 

The foregoing illustrates the extremely inequitable results of such a proposa 
lhis is discussed in the third paragraph before the conclusion of a memorandum 
lated October 28, 1954, entitled “Memorandum re Proposal To Tax Additions t 
Surplus of Life Insurance Companies,” filed with the Subcommittee on 
tion of Life Insurance Companies, Committee on Ways and Means of the United 
States House of Representatives, with a letter dated Dec« 9, 1954, from the 
Mutual Life Insurance Co. of New York. 


(Whereupon, at 3:50 p. m., t] 
to the call of the chairman. ) 


the Taxa 


1e committee was recessed subject 


+ 


“w~ 





